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PRESIDENT’S PAGE 


What good is an annual meeting? 
1y do we have one? What can I 
out of it? 

[These are timely questions to ask 
‘selves with our 1958 meeting all 
nned and ready to go in Peoria 
June 4-6. 

A lot of our members didn’t come 
the annual meeting in Rockford 
1956 nor to Chicago in 1957; and 
ot of them will miss the Peoria 
sting, too. I have heard most of 
reasons, which are 
en: ‘‘too busy’’ is the perennial 


or excuses, 


orite; a few even suggest they 
’t afford it. The late Mark Eaton 
nts out so aptly on page 32 of the 
1e, 1957, Journal of Accountancy, 
t ‘‘As a fundamental, ours is an 
slectual occupation and one of 


dignity. Its income [among other 
things] must provide for participa- 
tion in the affairs of the professional 
societies and attendance at their meet- 
noses 

I’m sure these folks who stay away 
are missing a lot more than just an 
think they’re 


cheating themselves out of the stimu- 


annual meeting. I 
lation, the camaraderie, the challenge, 
and some of the ‘‘feel’’? of our pro- 
fession. An annual meeting is a lot 
of things —these among them — all 
tied up in one package, available to 
all of us for a modest investment of 
money, plus two and one-half days 
of time well spent. 

In a nutshell, what does an annual 
meeting offer you or me and every 
other member? Here are some of the 
things—enough, I think, to make it a 
bargain, even for the busiest of us: 


(1) An opportunity to kick ideas 
around with fellow CPAs im a pleas- 
ant, informal atmosphere for a couple 
of days; 

(2) A chance to find out what the 
Society is doing about some of the 
profession’s problems (and there are 
many) and to say what you think it 
should be doing about them; 

(3) Fellowship with a lot of good 
people, in both the business and_ so- 
cial parts of the meeting; 

(4) Good technical sessions on timely 
subjects with stimulating speakers ; 


iw) 


(0) A feeling that we are really a 
part of our profession — something 
mighty important to all of us— and 
that we are doing something to make 
it better. 
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planned to come, why don’t you re 
consider? There is still time to ma 
your reservation by simply filling i 
the form on the next page and mai 
ing it in today. I hope to see you 
too, in Peoria. 


Cordially yours 


? 


for the 


istration 


Advance Reg 


55th Annual Meeting 


of the 
ILLINOIS SOCIETY OF 


CERTIFIED PUBLIC ACCOUNTANTS 
June 4-6, 1958 - Hotel Pere Marquette 


Peoria 


p OSBd1YD ‘19911 9TT¥S BT ‘Ss 80Z 
SVd0 AO ALHIOOS SIONITII AHL ‘OL TIVN 


g oung ‘Aeptay uo ysy [] 
qyeout [_] sejead [ :yooyo osvotg 


SESEn anne NOnon Pace coe Erne a oreaneccccorrecaGone naan. TUG Neher age ec EEO UBT 


8, 0FLM 8, Loq ute Il 


qos OOO? >p ounf{ suruep pue 
JOUUIP-jJayng ‘uor}da001 ynoYyIIM WoIeIYSISAYy 
yove OG'Ee$ sS9ATM PUP SIOquIOU OJ WoTeI\sIS9y ajaTduI0D 


Aly You P fanning fo Aba AZ 


The 55th Annual Meeting 


of the 


Illinois Society of CPAs 


JUNE 446 


PEORIA 


“Your Society Is Only What You Make diy 


THE LIFELONG 
EDUCATION OF THE CPA 


By Marquis G. Eaton 


Jur subject here is education—ed- 
tion in and for the profession of 
ountancy. 

\ccountaney has its fair share of 
stions that-are yet to be answered. 
ne of them we can regard as of 
mndary significance and of such 
racter that we can leave them for 
fime when we can conveniently 
ech them. In my opinion the ques- 
1 of what we are to do about edu- 
ion in accountancy is not one of 
Se. 

wish I could find words to convey 
deep sense of urgency I feel about 
s subject of education in the pro- 
sion. It would be a fine thing in- 
d if someone could describe that 
ency in words so clear, and in 
ms of logic so compelling, as to 
at on it the earnest attention of 
ry single CPA in the United States. 
> profession has expanded very 
idly in numbers and in prestige, 
|, as a companion piece of this rec- 
, it is perhaps not strange that 
should see some evidence of com- 
cency. For example, we have work- 
aard and long to establish the CPA 
-ificate as the mark of professional 


? 


status. It may be natural under the 
circumstances that we should tend 
toward the belief that the CPA des- 
ignation is the be-all and end-all of 
professional competence. Though most 
thoughtful people know that this is 
not so, I think we should examine 
this misconception. 

Considered from the standpoint 
only of competence, just what is a 
profession? It presupposes a subject 
matter, a science, that is broad enough 
to permit extensive learning, it might 
be said, of endless learning. Is ac- 
counting such a science? As we some- 
times see it practiced, we would have 
to say ‘‘no.’’ If we consider only the 
level of competence required by the 
CPA certificate, the answer would 
again be ‘‘no.’’ It is my view, though, 
that the profession of accountancy is 
presently much more than this. I be- 
lieve, too, that accounting, and the 
various skills that are logically based 
on accounting education and account- 
ing experience, are only at the thres- 
hold of application in the affairs of 
business, and government—and, in 
fact, throughout the social order. 
Even now we find these skills applied 


LL 
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adapted on May 16, 195 L 
ing which was sponsored by the Department of Accounting, 


7 at the Nineteenth Annual Institute on Account- 
College of 


Commerce and Administration, The Ohio State University. It is reprinted 


here, with permisson, 
died suddenly on February 23, 1958. 
leaders, his services included the presic 


from the Proceedings of that meeting. Mr. Eaton 
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Certified Public Accountants, the presidency of the Texas Society of Certi- 
fied Public Accountants, and the vice presidency of the Oklahoma Society 
of Certified Public Accountants. 


lop) 


in management, in various systems 
of taxation, as a check on fiduciary 
integrity through audit under a mul- 
titude of circumstances, in public 
regulation and supervision, in price 
determinations, in the fixing of prop- 
erty rights between parties, and so on 
through a long list that any of us 
could compile after reflection. There 
is no question that even now, 1n what 
must be regarded as a point near the 
beginning in accountancy, we can 
fairly consider accounting to be a sub- 
ject matter which permits of endless 
learning. In the future it is easy to 
believe that accounting skills will be 
much more widely used. Accounting 
is a science which justifies and indeed 
requires a profession. 

The CPA designation, what is it? 
It is a license granted by the states. 
In our American system, the licensing 
of the professions is the function of 
political bodies. It is not a function 
of the professional groups. Although 
all of the professions seek to raise to 
appropriate levels the minimum 
standards represented in the states’ 
license, the license remains, still, as 
only the lowest common denominator. 
No calling can claim place among the 
learned professions solely on the basis 
of the states’ license. Accountancy 
cannot claim place among the learned 
professions on the basis of the CPA 
certificate. 

All of the questions we have in the 
areas of competence, of state licens- 
ing, and of education are complicated 
by the fact that accountancy has not 
clearly defined the scope of its activi- 
ties and the probable direction of its 
future development. It is to be 
doubted whether we will ever have a 
clear and comprehensive definition. 
Instead, the profession will, in the 
course of time, evolve a general sense 
of direction that will be accepted by 
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most, if not by all. Rather than to | 
attempt a definition, I want to try 
to present a general concept which | 
may suggest an image to serve in 
place of definition. 

I believe there is a place in con- 
temporary affairs for a profession of 
business. This, in my terminology, 
is to be contrasted with a business 
profession, such as advertising. A 
profession of business will be one that 
observes the standards of the ethical | 
professions of medicine and the law 
and accountancy in regard to adver- 
tising and solicitation and personal } 
conduct; it will accept the burdens of 
perfectability on a broad range of 
business problems and will accept the 
responsibility for deep learning im 
this regard. It will accept a tradition 
of service and dedication of the high- 
est order. It will move in the high 
places of business and government 
and in affairs generally. 

I think that accounting is a science 
which pursued, not only for its own 
sake but as a foundation for other 
related skills in management, in fi- } 
nance, in government, and as a guide 
to the exercise of Judgment, can and 
should have this kind of future. And } 
when we lay our plans for education 
for an accounting career, it is that 
kind of career we should ultimately 
have in mind. 

Education is such a very large sub- 
ject that it is not possible to consider 
all of it at once. Some of the other 
professions have found it convenient 
to cut education into three pieces. | 
First is the period of formal school-} 
ing, followed by the period of indoe-} 
trination for the profession, often} 
regarded as the first five years after 
graduation, and then the longer period | 
embracing the remainder of the pro-} 
fessional man’s life when the most 
advanced learning is acquired. 


We have many pressing tasks in the 
rst two periods to which we must 
ve immediate attention. These are 
‘itical periods, and everything that 
curs in the period of most advanced 
judy must find its foundation in the 
vo earlier periods of preparation. If, 
| my remarks, I emphasize the third 
hd final period of study, it is with 
p intention of minimizing the learn- 
le that must occur before. It is only 
at it is not possible to tackle here 
ore than one segment of the ac- 
yuntant’s education, and even that 
ust be discussed in very summary 
rm. To put it in unkind terms for 
te sake of making a point, the two 
ther periods, as vital as they indis- 
utably are, must be classed in any 
an’s life as the cub years and no 
an can expect to qualify as a learn- 
member of his profession with this 
reparation alone. 

Let us give attention now only to 
at I have called the period of ad- 
uiced professional learning, which 
rgins after the young accountant has 
heome comfortably indoctrinated for 
s profession and continues through- 
it the balance of his professional 
fe. This third and final period of 
rning is the one of surpassing im- 
ortanee to the professional account- 
nt. If accountancy is to be com- 
ysed of mature, seasoned, carefully 
‘formed people, this is when they 
ill be produced. 

| What facilities do we have to assist 
je man who wants to study at ad- 
hneed levels and who seeks this 
Peter learning? We have a few 
raduate study conferences, almost 
tvariably of short duration. We have 
ime tax clinics. We have the meet- 
jgs of our professional societies at 
jhich technical matters are custom- 
ily given part of the program. The 
merican Institute has lately pre- 
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pared some material which local 
groups may, if they wish, organize 
themselves to study, and a few such 
groups have been organized. Though 
I may miss some things, this is about 
the sum total of the advanced study 
facilities available to the accountant. 

How does this total compare with 
the facilities available to other pro- 
fessions? It compares in this way: 
we have less than the medical pro- 
fession; we have less than the legal 
profession; we have less than the 
dental profession; we have less than 
life insurance agents; we have less 
than business management personnel ; 
we have less than bankers. These I 
know about. There may be others. As 
a profession, our facilities for ad- 
vanced study are in a sorry state of 
neglect. The question is, what can 
we do about it? 

In our consideration of what might 
be done to improve our facilities for 
advanced study we first turn to the 
experience of other groups to learn 
what they have found to be useful, 
and to learn, too, what they have tried 


-and abandoned for one reason or an- 


other. There we may find some pro- 
cedures we can adopt, or can adapt 
to our conditions, and some things 
we need not try because they have 
already been shown to be unworkable. 

AS we examine various programs 
we should remember that, in the 
period of advanced study, any de- 
ficiencies in earlier training can and 
must be made good. We shall have 
to rely upon this period as the prac- 
tical leveler or equalizer to compen- 
sate for any present deficiencies in 
collegiate schools of accounting, and, 
when these deficiencies have been re- 
paired, we must rely upon it to 
lengthen the years of learning beyond 
the limits of even the best collegiate 
programs. 
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Our time limit permits mention of 
only a few points suggested by the 
experience of other groups, and the 
ones I will mention are of haphazard 
selection. Their only attraction is 
that, at first glance, they seem to sug- 
eest ideas that are worth exploring. 

Organized programs for learning 
presuppose teaching in one form or 
another. The scarcity of university 
faculty and the general reluctance to 
teach on the part of accountants in 
practice are widely known. Both of 
these conditions might be improved if 
we could implant two attitudes to- 
ward teaching in our postgraduate 
programs. One is suggested by this 
quotation : 

““T swear by Apollo the Physician 

. and all the gods and goddesses, 
that according to my ability and judg- 
ment, I will keep this oath and this 
stipulation: To reckon who taught me 
this art equally dear to me as my 
parents; to share my substance with 
him and relieve his necessities if re- 
quired; to look upon his offspring in 
the same footing as my own brothers, 
and to teach them this art, if they 
shall wish to learn it, without fee or 
stipulation ; and that by precept, lec- 
ture, and every other mode of in- 
struction, I will impart a knowledge 
of the art to my own sons, and those 
of my teachers; and to disciples 
bound by a stipulation and oath ae- 
cording to the law of medicine, but 
to none others.’’ 

That is from the so-called Oath of 
Hippocrates which is still used in the 
graduation ceremonies of many med- 
ical schools and which is thought to 
be more than 1,700 years old. By it, 
the physician accepts, as a normal 
professional responsibility, the obli- 
gation to teach. And, from my ob- 
servation of doctors, that obligation is 
quite widely honored in practice. 


IT ean think of no reason why the 
accountant should not embrace a sim- 
ilar professional responsibility, nor 
can I think of a reason why this 
point of view should not be continu- 
ally exposed until, by persuasion, it 
is generally accepted in the profes- 
sion. Perhaps we should adopt a 
practice of conferring some marks of 
distinction or recognition on practie- 
ing accountants who have performed 
their duty under appropriate circum- 
stances. 

The second point having to do 
with teachers is this: There are two} 
traditions which hamper all efforts to 
provide teaching personnel for our 
profession. The first is the tradition 
or custom in the profession that in- 
struction shall be given for nothing 
or nearly nothing. We never offer 
honoraria to the speakers at our meet- 
ings. The other is the grand old 
American tradition that we should ex- 
pect the teachers in our schools to find 
total satisfaction in a job well done 
and to expect little by way of a com- 
fortable compensation while doing it. 

I visualize a situation in which ad- 
vanced study groups would expect 
to pay the reasonable cost of the in- 
struction they received, and this cost 
would be accepted as including rea- 
sonable compensation of the teachers 
employed, whether these were taken 
from faculties of our universities or |} 
from the practicing profession. Under } 
such an arrangement, many teachers } 
from university faculties could earn 
a substantial annual supplement to| 
their incomes. This would do much 
to solve some of the problems of the} 
collegiate schools of accounting, while | 
encouraging faculty to improve its 
offerings to advanced groups who, by 
selection, would create a somewhat 
competitive environment for this 
kind of work. Practicing accountants 


ould have an inducement to prepare 
d perfect teaching material, par- 
sularly if it could be offered year 
ter year at a fixed time and place 
successive groups. Under present 
ymnditions, practicing accountants 
heduled to speak on a subject to 
ily one group and on only one oe- 
sion usually talk on lines so broad 
to have value only in practice, and 
ten they are not really well pre- 
red. 


Advanced study, in one of its 
uses, means reaching deeply into a 
bject. This prompts the observation 
at the most advanced developments 
-any profession are the products of 
specialists. If a science is broad 
ough and deep enough to justify 
profession, then it probably defies 
e ability of any one man to absorb 
all. A profession, by definition, 
esupposes specialized divisions. Ac- 
untaney has done little or nothing 
define and recognize appropriate 
isions of specialization, and to this 
ay, perhaps, be attributed the fact 
at accounting yet waits for exact 
d imaginative application in many 
Aces. 


It may be difficult if not impossible 
this time to divide accounting and 
related subjects into appropriate 
Ids of specialization. Each such 
Id should be large enough to absorb 
tirely the career of any individual 
10 followed it. As a means of achiev- 
x the eventual establishment of 
rmal fields of specialization, it 
geht be advantageous for groups of 
ividuals interested in various areas 
organize themselves first into pro- 
ssional societies for the sole purpose 
study, research, and exchange of 
Formation. 

In the course of time, some of these 
ght evolve into groups of examina- 
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tion and accreditation similar to col- 
leges and the national boards known 
in the medical and dental professions. 
While the diploma mills of the past 
should be avoided at all costs, some 
means of conferring distinction upon 
accountants of proven advanced learn- 
ing would seem to be desirable. Per- 
haps control of specialization, with 
the requisite professional societies 
and acknowledged distinctiveness of 
the specialist, could be achieved by 
recognition or nonrecognition of the 
accrediting groups by the American 
Institute of Certified Public Account- 
ants. 

However, a profession also needs 
to make available facilities for ad- 
vanced study that are not highly spe- 
clalized. In medicine, the American 
Academy of General Practice is or- 
ganized for the general practitioner. 
For membership therein the Academy 
requires the doctor to complete at 
regular intervals a prescribed mini- 
mum of accredited advanced study. 
If he does not, he is dropped from 
membership. The accrediting of the 
study facilities is kept under close 
control. The purpose of the Academy 
is to raise the level of competence of 
doctors in general practice and to 
confer a mark of distinction on those 
who meet its requirements. 

In the profession of law, continu- 
ing legal education is carried on by 
the American Law Institute. The In- 
stitute has had considerable financial 
assistance from the Carnegie Corpor- 
ation, a type of encouragement that 
accountancy may expect eventually to 
receive. The Institute is an organiza- 
tion separate from the American Bar 
Association, though the program on 
continuing legal education is con- 
trolled as to general policy by a com- 
mittee composed of twelve members 
from the Institute, eight from the 
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Bar Association and the presidents 
of the two organizations. The aim is 
to maintain permanently an over-all 
program of continuing legal educa- 
tion. Implementation is through state 
and local bar associations, but the 
Institute serves as the core. 

In medicine, postgraduate courses 
are organized by medical schools as 
a part of their traditional obligation 
for the continuing education of phy- 
sicians. Courses may be part-time or 
full-time, and may last for a day or 
two or for months. They usually do 
not lead to a degree. The organiza- 
tion of these teaching facilities falls 
into three patterns. The first and 
most highly organized is conducted 
in a postgraduate medical school. 
Usually these have their own deans, 
budgets and facilities, although regu- 
lar medical school faculty members 
may be used by them. In the next 
pattern, the medical school appoints 
‘‘an assistant dean in charge of’’ or 
‘‘a director of’’ postgraduate med- 
ical education. This individual is re- 
sponsible for organization of courses, 
acceptance of students, and selection 
of medical school faculty members to 
give instruction. In the third pattern, 
the dean and faculty of the medical 
school design and carry out the post- 
graduate educational program. 

One of the most interesting fea- 
tures of the programs conducted by 
the hfe underwriters is the extent to 
which enrollment in the courses is 
promoted. The first enrollment drive 
is begun in the spring of each year 
for courses that will begin in the fall. 
This is followed up by another drive 
in the summer. Use is made of liter- 
ature and posters, testimonials, an- 
nouncements at meetings, talks before 
groups, letters, press releases and 
personal ealls. 

Professional societies and trade 


associations exist for many reasons) 
only one of which may be education 
The American Management Associ) 
tion, however, appears to have as 
principal purpose education and ey 
change of information among mar 
agement personnel. It says, in fac} 
that it conducts ‘‘a continuous pr¢ 
gram of education by managemer 
for management.’’ The program ii 
cludes conferences, workshop sem) 
nars, orientation seminars, speci 
conferences and educational exhibit 
at various points throughout thi 
country. In addition, a_five-wee 
management course and a three-wee 
course in executive conmmunicatio 
are regularly conducted in New Yorlij 

Continuing education in bankin 
proceeds in three stages: (1) prad 
tical personal training by each ban! 
(2) courses made available to aj 
banking personnel by the Americajf 
Institute of Banking operating as 
section of the American Bankey 
Association, and (3) advanced gra¢ 
uate courses such as those offered d| 
the Graduate School of Banking <¢ 
Rutgers, and other schools of banl 
ing at the University of Wisconsix 
the University of Washington, ar 
Louisiana State University. The latt 
three, patterned after the school < 
Rutgers, offer their courses at sun 
mer sessions. A new graduate schoe 
of banking is now being establishe 
at Southern Methodist Universit; 
Dallas. ; 

It is well to note that, in conside 
ing the continuing education of tl 
accountant, we do not address out 
selves to accounting subjects alon 
It is true that the accountant mu 
give continuing study to accountin 
itself to keep abreast of changes 1 
standards, techniques, procedures a 
rules, to fill gaps in his experien 
and training, to expand his gener: 


owledge of accounting, and to de- 
op knowledge in specialized fields. 


a 


s Dickinson Lectures at Harvard 
vaduate School in 1955, makes an 
cellent point. He says that ‘‘audit- 


an the following of routine steps 
| examination ste calls) efor a 
h order of informed judgment 
ed on recognized general stand- 
ds and on broad understanding 
' business organization, business 
tthods and business relationships 


Dy): 


If this is the equipment required 
|the auditor, think of the greatly 
larged knowledge the accountant 
ast have when he undertakes to ad- 
he business management on business 
oblems. And business is rapidly 
iming to the CPA for a greater and 
pater range of services of this sort. 
(Perhaps it would serve to bring my 
Parks into foeus if I should men- 
nn one field of advanced study that 
sountants, as the profession of bus- 
pss, might pursue. The relatively 
w technique called ‘‘management 
inning and control’’ can serve as 
/ example. It employs both long 
d short-range planning, usually in 
ms of accounts. Standards are 
idied and established for each key 
ment of the operation, again us- 
lly in terms of accounts. Manage- 
nt then has its notice drawn to 
> features of the operation requir- 
r attention by reports which em- 
size the places where standards 
» not being met. These reports are 
aally prepared from the accounts. 
This method is now used by many 
ge and well-managed companies. 
e method deserves, however, much 
der use than it is receiving, and 
some of its basic elements, at least, 
is usable in business operations of 


| 


> 
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all sizes down to the very smallest. 
It is usable, further, in governmental 
and other nonprofit operations. There 
is scope here for much advaneed 
study, experimentation, and exchange 
of thought and experience. The meth- 
od is susceptible of much refinement 
over anything now known. 

Events which are not entirely of 
our own making have presented us 
with a unique opportunity and a great 
responsibility. The importance and 
the urgency of the need for a compre- 
hensive program of continuing pro- 
fessional education are so great, and 
the area is so large, as to require the 
best thinking and efforts of all groups, 
organizations, and individual mem- 
bers of the profession. 

For instance, teachers of account- 
ing, deans and college administrators 
ean and, I think, should study the 
ways in which schools can best con- 
tribute to the postgraduate education 
of their graduates and others. 

State societies and chapters can 
make an important contribution. Most 
programs will have to depend for 
their success on the interest and en- 
thusiasm of local groups. Possibly 
the various chapters should start to 
discuss the problems of staff training 
and continuing education at regular 
chapter meetings as well as establish- 
ing committees to work out programs. 
Experimentation and active support 
of existing patterns for education are 
needed, but we also need new ideas 
and we need an increasing awareness 
by all members of the urgency and 
importance of the problem. 

Accounting firms can play an im- 
portant part. Recognition of the need 
for more training and professional 
education should be implemented in 
firm policies. Staff members should be 
encouraged and, where appropriate, 
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should be required to participate in 
available programs. 

The American Institute of Certified 
Public Accountants, through its offi- 
cers and committees, is beginning to 
become more fully aware of the need. 
Consideration is being given to under- 
taking a comprehensive study of the 
entire educational needs of the pro- 
fession and to developing a plan for 
the Institute’s participation in the 
various programs which may be de- 
veloped. 

Only through a bold program and 
a concerted attack can we overcome 


the present deficiency and build t 
framework for the future growth an 
development of the profession. T 
best thinking and the efforts of eae 
individual member of the professio 
are going to be required. Group 
organizations, and firms are going t 
act only to the degree that you a 
individuals participate. 

Surely we have today conditior 
which say plainly to us that accoun 
ancy must deepen and broaden if 
knowledge and must create the facil. 
ties for advanced study which wi 
enable it to do so. 


[t is a real pleasure for me to have 
is opportunity of telling you some- 
ng about the Federal budget for 
pal year 1959. 

Last year about this time, the Con- 
»ss and the country were all for 
momy and this sentiment was most 
pful in leading to agreement among 
> departments to reduce or to hold 
wn expenditures for current pro- 
ums and to eliminate many new pro- 
sals. Since September we have had 
mendous pressures for more mili- 
‘y expenditures, but this makes it 
m more important that the pres- 
‘es for civilian economies be main- 
ned. This was the background for 
» preparation of the 1959 budget, 
d I think that the millions of tax- 
yers throughout the country will 
ke themselves heard if the proposed 
sgram does not receive full and 
arty support by the Congress. 

This is why I have taken as my 
yject the title, ‘‘Protection With 
seal Responsibility.’’ No one can 
er complete security. That is sim- 
7 not available in this life. Each 
lividual has to run his own risk 
m the numerous hazards of daily 
ing. The Federal Government can 
yvide reasonable protection from 


| 


PROTECTION WITH 
FISCAL RESPONSIBILITY 


By Percivat F. BrunpbAaGE 


many of the hazards of living on this 
planet Earth, and, in order to do so, 
we must have sound economie and 
fiscal programs. 

Let me say at the outset that I 
came down to Washington four years 
ago because I was a great admirer of 
the President, and I believed whole- 
heartedly in his goals of (1) a sound 
fiscal pohey with efficiency in admini- 
stration and balanced budgets, (2) a 
sound defense program with emphasis 
on the newest military developments 
along with reasonable reductions in 
conventional forces and weapons, (3) 
an end to the furious pace at which 
power was being concentrated in 
Washington, and (4) tax reductions 
whenever warranted by our fiscal sit- 
uation. 

Anyone who has not worked in 
Washington must find it difficult even 
to imagine the terrific pressures from 
all sides for new, larger, and better 
programs. Even in the middle of an 
economy drive these pressures come 
from business and professional groups 
as well as educators, politicians and 
military leaders. Last year, I said 
very frankly that I couldn’t see any 
way of making drastic cuts in our 
huge budget total with world condi- 
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tions what they were. The very best 
we could do was to try to hold Fed- 
eral expenditures at about the current 
level and prevent them from continu- 
ing to pyramid upwards. 

We are proposing to exercise strict 
expenditure controls over all civilian 
programs, but our military expendi- 
tures will be rising as a result of new 
developments and the acceleration of 
timetables in recognition of the Soviet 
accomplishments last fall. It is in- 
teresting to observe that the Soviet 
leaders seem to be rather appalled at 
their own success in accelerating the 
tempo of our defense programs. Prac- 
tically every step towards greater 
unity of the free West since World 
War II was the direct result of some 
ageressive action or attitude of the 
Soviet authorities. 

I’m not going into an extended dis- 
cussion of the Soviets’ achievements 
versus our own, but let me say this: 
We have been working along similar 
lines in many different fields. Over 
50 percent of all of our scientists and 
engineers have been working on goy- 
ernment projects for basic or applied 
research, either directly or through 
contractors. Long-range ballistic mis- 
siles have had Number One top pri- 
ority for more than two years. But 
a monopolistic dictatorship can direct 
pressure into specific areas more 
quickly and effectively than our de- 
mocracy where everyone thinks for 
himself, has strong individual convic- 
tions, and doesn’t hesitate to express 
them. We have to face not only the 
competition and differing viewpoints 
between the services, but also between 
the various contractors on govern- 
ment projects and even the scientists 
working on the same project. The 
testimony before congressional com- 
mittees in recent months has indicated 
how deeply the various experts in 


military and scientific matters diffe! 
as to technological details, priorities 
and every other aspect of our defens! 
program. That would, of course, 
impossible in Russia, but we hay 
other advantages in our free enter 
prise system that far outweigh thes; 
factors. However much opinions ma 
vary, we must be willing to accept th 
judgment of those at the top whi 
make the decisions. | 

It is not only since the sputni 
went up that the President has bee: 
concerned with the Soviet challenge 
He has mentioned it emphaticall, 
every year since 1953. In spite of cor 
siderable opposition in Congress an 
elsewhere, he has been stressing th’ 
need for new weapons, new teek 
niques, new strategy. And we hav 
accomplished much in the last fiv 
years. | 

For example, the total expenditure 
for missile research, development an 
procurement, for construction of mis 
sile sites, and for guided missile ships 
will be $5.3 billion in 1959, compare 
with $4.3 billion in 1958, $3 billion 1 
1957, $1.7 billion in 1956, and $® 
billion in 1955. 

The longer range ballistic missile 
—Atlas, Titan, Thor, Jupiter, Polar 
—only one of which was beyond th 
technical study stage two and one-hal 
years ago—will account for nearl 
half of the missile procurement pr 
gram for 1959. In 1953, only $1 mi 
lion was spent on these missiles. B 
1957, $1 billion was spent—one thon 
sand times as much. In 1959, a sti 
greater expansion is contemplated 1 
the swiftly progressing programs f¢ 
intercontinental and intermedia 
range ballistic missiles. 

In 1953, missiles took less than tv 
cents of each dollar spent for maj 
procurement items; in 1957, missil 
took about 15 cents of every procur 


| 
Int dollar; and in 1959 they will 
se about 24 cents. 

jn addition to increased govern- 
jnt expenditures, there has been a 
}ft in emphasis, which is illustrated 
ithe fact that 75 percent of the total 
dds for procurement in the 1959 
figet and the 1958 supplemental 
juest is programmed for new types 
}equipment which had not been 
veloped or were still in an experi- 


| 


yntal stage only five years ago. 
With all the new developments 
ning along so fast, it is exceedingly 
jportant that we do not overorder 
‘any one stage or the product will 
‘obsolete by the time the last item 
es off the assembly line. 

e are overwhelmingly strong in 
ir defensive and deterrent forces at 
» present time, and we must not be 
impeded by the various newspapers 
j1 pressure groups to go so heavily 
jo any one development that we 
hore the many other possibilities 
ht may prove to be even more im- 
irtant in the years ahead. I know 
pm personal experience how each 
jimant for funds is convinced that 
own particular program or prod- 
+ is of the most critical importance 
id is never satisfied with the amount 
propriated, however large it may 


It is interesting to see how the 
jaerican people seem to accept and 
mn welcome the demand for self- 
»rifice. They are quite prepared to 
spond to an appeal for ‘‘blood, 
eat, and tears’’ to catch up with 
> Russians and to surpass them. In 
+t, this seems easier to do than what 
really necessary, namely to give up 
me local programs and desires, to 
se ranks with our allies, to prac- 
e tolerance, to develop greater un- 
rstanding of the other peoples of 
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the world, and to use sound well- 
balanced judgment. 

The Soviet is a huge monopoly as 
well as a dictatorship and, as such, 
is a very dangerous competition in the 
economic as well as military field. In 
order to combat it, we must encourage 
trade with our allies and other free 
countries. We must accept their prod- 
ucts to help to strengthen their econo- 
mies and to maintain our own exports. 
I firmly believe that the battle with 
the Soviet Union on the economic 
front is going to be more serious than 
any battle we will be called upon to 
wage in the military field. 

A couple of years ago, some esti- 
mates announced at congressional 
hearings credited the Soviets with the 
capability of producing long-range 
bombers which would vastly surpass 
us in numbers by 1960. We are now 
told that they did not go ahead with 
anything like the production sched- 
ules which these estimates forecast. 
Today we are told that the Soviets are 
going into large scale production of 
IRBM’s and other missiles. I think it 
is Just as likely, or perhaps even more 
likely, that they are producing planes 
for export, generators, heavy machin- 
ery of all kinds, automobiles and other 
consumer durables like sewing ma- 
chines to capture the markets of the 
less developed nations. We must keep 
our shirts on, and use good old com- 
mon sense in planning our military 
programs. 

With the development of the St. 
Lawrence Seaway, when Chicago be- 
comes an ocean port, you will become 
increasingly aware of the importance 
of foreign trade. As well as benefiting 
our exports, this is the most lkely 
means of stimulating an exchange of 
ideas and opening up of other coun- 
tries, including those behind the Iron 
Curtain, to Western developments. 
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Without a tremendous inerease in 
world trade, in my opinion, we will 
never achieve any extended peace or 
important improvements in the lot of 
the peoples of the world. We cannot 
keep our own standard of living at a 
level which is many times above that 
of much of the rest of the world. We 
must help to raise their level or we 
will find ours is sinking. This is to our 
own self-interest, our enlightened self- 
interest, as the President calls it. The 
reciprocal trade program should be 
renewed for a period of at least 5 
years so that the uncertainty as to our 
position will not be troubling our 
allies again within a couple of years. 
It is particularly important that we 
be in a position to make commitments 
when the EKuropean Economic Com- 
munity (often called the Kuropean 
Common Market) comes into effect, or 
we will find ourselves shut out of this 
tremendous market for our products. 

Before leaving the military and 
foreign programs, I would like to 
refer to the reorganization proposals 
outlined for the Department of De- 
fense and the services in the Presi- 
dent’s State of the Union Message. He 
feels very strongly, as he did ten 
years ago, that a considerable im- 
provement can be made with greater 
efficiency, substantial economies and, 
above all, more effective operations. 
The President stated: 

‘“A major purpose of military or- 
ganization is to achieve real unity in 
the Defense Establishment in all the 
principal features of military activity, 
Of all these, one of the most impor- 
tant to our Nation’s security is stra- 
tegic planning and control. This work 
must be done under unified direction. 

‘The defense structure must be one 
which, as a whole, can assume, with 
top efficiency and without friction, 
the defense of America. The Defense 


Establishment must therefore pl 
for a better integration of its defer) 
sive resources, particularly with r 
spect to the newer weapons now build 
ing and under development. They 
obviously require full coordination i 
their development, production, ani 
use. Good organization can help a; 
sure this coordination. 

‘‘In recognition of the need fc 
single control in some of our most ac 
vanced development projects, the Ser 
retary of Defense has already decide 
to concentrate into one organizatio 
all the anti-missile and satellite tecl 
nology undertaken within the Depar 
ment of Defense. | 

‘‘Another requirement of militar 
organization is a clear subordinatio 
of the military services to duly cor 
stituted civilian authority. This cor 
trol must be real; not merely on th 
surface. 

‘‘Next there must be assurance tha 
an excessive number of compartment 
in organization will not create costl 
and confusing compartments in ou 
scientific and industrial effort. 

‘*Finally, to end interservice di: 
putes requires clear organization an 
decisive central direction, supporte 
by the unstinted cooperation of ever 
individual in the Defense Establis| 
ment, civilian and military.’’ 

Turning to our domestic civilia 
programs, | am sure that, after stud; 
you will be satisfied that the 19% 
budget provides well-rounded ad 
quate Federal services to cover 4 
segments of the economy. But the 
will require, as the President said - 
his State of the Union Message, sac 
fice and the willingness to accept tl 
elimination of unneeded facilities ai 
reductions in some desirable prograt 
that are strongly supported by loe 
interests. 


While each of these proposals w 
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Hloubtedly receive criticism and op- 
tition from some segment of our 
Dulation, they do fit into an overall 
fture which I believe should and 
)1 receive the country’s support. 
ey are realistic proposals to meet 
desperate need for fiscal control 
Yr our ever-mounting benefit pro- 
ims. In view of their importance 
thall summarize some of our pro- 
als. 


)POSALS TO INCREASE RECEIPTS 


Vser charges. In the budget mes- 
ye, the President indicated his be- 
— that when the Government pro- 
‘es a service conferring a special 
Asi-commercial benefit on identi- 
le individuals or groups above and 
rond the benefits to the public gen- 
jlly, it should charge the benefi- 
fries for the special service, rather 
/n place the full burden of the cost 
sthe general taxpayer. Accordingly, 
smade several proposals in the field 
i‘user charges.”’ 

|. Postal Service. In every year 
‘ce the close of World War II the 
ital service has incurred large defi- 
% which have placed heavy and un- 
ie burdens on taxpayers to the ad- 
intage of large users of the mails. 
‘n view of present and prospective 
Ital deficits, legislation to authorize 
Hquate postal rates has become one 


fe revenues, which will more ade- 
‘tely meet present needs, the Presi- 
1t proposes that the postal legisla- 
hh now pending before the Congress 
hmended, primarily by establishing 
‘cent letter rate on all except local 


Jers. This increase over last year’s 


it of the cost of the pay increase 
| other rising costs. The recom- 
inded increase should result in an 
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addition of $700 million to postal rev- 
enues in the fiscal year 1959. With 
the postal pay adjustment we are ree- 
ommending there will still be a postal 
deficit of approximately $144 million. 

2. Aviation. The Federal Govern- 
ment provides a wide range of spe- 
cial services benefiting private users 
of the airspace. It is increasingly ap- 
propriate that these users pay their 
fair share of the costs. The cost of 
new facilities alone will total $1 bil- 
lon over the next few years and an- 
nual operating costs to the Federal 
Government of $200 million at pres- 
ent are likely to be doubled in 5 years. 
As first steps toward this end, it is 
proposed that a tax of 314 cents a 
gallon be levied on jet fuels and that 
taxes on aviation gasoline be increased 
to 31% cents a gallon from the present. 
2 cents, with increases of 34 cent per 
year for 4 years in both taxes up to 
616 cents a gallon. The receipts from 
taxes on aviation gasoline, which now 
vo into highway trust fund (3 cents 
per gallon of which 1 cent is later re- 
funded), should be kept in the gen- 
eral revenues to help finance the op- 
erations of the airways. 

3. Other. The budget message also 
recommended that legislation be en- 
acted to raise patent fees, and to 
charge employers of longshoremen for 
the cost of administering disability 
compensation. 

In addition, all Government agen- 
cies have recently been instructed to: 
prepare legislative proposals gener- 
ally designed to remove present re- 
strictions or limitations on their au- 
thority (1) to recover full cost to the 
Government of services that provide 
special benefits to individuals or 
groups and (2) to obtain a fair mar- 
ket value for the use or sale of fed- 
erally owned resources or property. 
These proposals will cover all areas in 
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which existing legislation prohibits 
charges or fees, and areas in which 
existing legislation is silent on the 
subject of charges but where the 
agency considers an expression of con- 
gressional policy desirable prior to 
initiating charges. Examples of areas 
of government activity which are be- 
ing considered are licensing; use of 
water navigation aids and facilities ; 
publications; maps and navigation 
charts; recreation and tourist facil- 
ties; grazing; oil, gas, and mineral 
leasing; and mining claims. 

Interest rates. Another important 
change, which is part of the general 
user charge considerations, is the need 
for adjusting interest rates in Federal 
credit programs. 

The President is recommending the 
enactment of legislation which would 
permit greater flexibility for the Gov- 
ernment in setting interest rates on 
loans it makes in the future, and 
which would require that, insofar as 
consistent with the purposes of each 
program, all of the costs involved be 
paid by the borrowers. Such legisla- 
tion, by removing or reducing hidden 
subsidies, would make a significant 
contribution toward better fiscal man- 
agement. It would also produce some 
added income. 

Moreover, for loan guaranty pro- 
grams, the Government should be au- 
thorized to permit interest rates high 
enough to attract private lenders. It 
is suggested that all statutory limita- 
tions or ceilings placed on interest 
rates be reviewed, and that authority 
be provided to vary the rates for 
guaranteed or insured loans in line 
with market conditions and under 
proper safeguards. 

Programs affected by the recom- 
mendations on interest rates include 
the following : 


1. College housing loans. Private 


financing of college housing should b 
encouraged by (1) replacing the su 
sidized interest rates required by th] 
present statutes with rates no les 
than the Government’s cost, (2) a 
thorizing Federal guaranties of col 
lege housing obligations which do no 
have Federal tax exemption, and (3 
prohibiting direct loans where privat 
funds are available on  reasonabl 
terms. ) 

2. Special assistance mortgage pur 
chases, such as for armed services ane 
cooperative housing. Repeal of th 
statutory requirement that all pur 
chases by the Federal National Mort 
gage Association be made at par an 
authority for increases in interes’ 
rates on several types of mortgage 
will encourage private financing an¢ 
reduce future reliance on the Federa 
assistance. Action on these recom 
mendations would stimulate the build 
ing industry and provide more hom 
units during 1958. 

3. Rural electrification and _ tele 
phone loans. The electrification pra 
gram was authorized in 1936 and ha 
covered 95% of the farms in the coun 
try for electrification and telephon 
loans. Today’s demands are largel: 
for heavying up the lines and fo 
power generation, about 50 percen 
of which is for industrial plants an 
nonfarm residential use. The souree 
of capital available to the Rural Ele 
trification Administration syster 
would be broadened by legislation (1 
to assist both electric and telephon 
borrowers to obtain financing fron 
private sources where the security ° 
adequate and the loans can be repai 
within a reasonable time, and (2) 1 
adjust interest rates on future loar 
to meet the Government’s costs. The 
percent statutory rate is an unfa 
charge against the general taxpayer. 


. 


: 


(OPOSALS TO REDUCE EXPENDITURES 


On the expenditure side, adjust- 
futs are proposed in various pro- 
fms which will result in savings in 
ture years after a suitable time for 
fending State and local budget pro- 
llures has been allowed and after 
le notice to affected individuals. 

\A. First, there are programs where 
ifting emphasis or changing needs 
sen future requirements for specific 
oes of Federal assistance. 

1. Agriculture conservation pro- 
jam. The budget recommends that 
fprogram level of $125 million be 
jthorized for the 1959 crop year, one- 
if the amount authorized for the 
8 program. Those practices which 
b a part of usual and required an- 
jal farming methods or which return 
jmediate benefits to the farm are 


joperly the responsibility of the 
| 


2. Grants for hospital construction. 
dus program was authorized in 1947 
id has met the most urgent postwar 
prtages. Appropriations totaling 
.2 billion are estimated through the 
zal year 1959. The Federal program 
ould now be modified to meet only 
+ most urgent situations with em- 
asis on specialized hospitals. 

3. Veteran’s pensions. Expendi- 
res for this purpose increased from 
83 million in the fiscal year 1956 to 
51 million in 1957. Further in- 
2ases are anticipated in 1958 and 
59 to $1,046 million and $1,142 mil- 
n, respectively. Nearly one-half of 
r citizens are veterans and their 
milies and dependents. Over the 
ars we have seen a growth in general 
blic benefit and welfare programs 
ich are now available to veterans 
well as to other groups of the popu- 
jon. Veterans’ pensions cover needs 
t related to the veteran’s period of 
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service, but rather to the general haz- 
ards faced by all people—health and 
income. A message on veterans’ af- 
fairs will be transmitted to the Con- 
gress with some of the recommenda- 
tions contained in the Bradley Com- 
mission Report, which would enable 
us to discharge our national responsi- 
bilities to veterans with the greatest 
possible equity to all concerned. 

B. Second, there are programs 
where the administration proposes an 
increase in State and local participa- 
tion and a decrease in the Federal 
proportion, but with no reduction in 
the total combined outlay. 

In two cases recommended by the 
Joint Federal-State Action Commit- 
tee, grants for construction of waste 
treatment facilities and vocational ed- 
ucation, it is proposed that the Fed- 
eral share be eliminated beginning in 
the fiscal year 1960, with accompany- 
ing revenue adjustments. 

In four other cases, it is proposad 
that the Federal proportion gradually 
be reduced. 

1. Public assistance grants. Expend- 
itures for these grants on an accrual 
basis are estimated to increase from 
$1,462 million in 1956 to an estimated 
$1,824 million in 1959. During this 
period the Federal share of the total 
will have increased from 54 percent 
to 55.7 percent. It is proposed that 
the Federal share be gradually re- 
duced to 50 percent. 


2. Urban renewal. The urban re- 
newal program is well under way 
throughout the nation and the states 
and local communities should assume 
a share of the administrative responsi- 
bilities and financial costs more nearly 
commensurate with the benefits which 
their citizens receive. The budget rec- 
ommends that in the future the local 
communities should share in the costs 
of planning from the start. In addi- 
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tion, the present formula under which 
the local agency pays for one-third 
and Federal capital grants pay for 
the remaining two-thirds of the net 
project cost should be changed by pro- 
viding for annual reductions, so that 
by the fiscal year 1962 the Federal 
Government would contribute not 
more than 50 percent of the cost of 
local projects. 

3. Grants for schools in federally- 
affected arcas. We are suggesting that 
Federal payments be limited to cover 
the children of families living and 
working on Federal property. Ex- 
penditures for construction, and for 
maintenance and operation of schools 
under this program are estimated to 
be $212 million in 1959. 

4. Natural disaster relief. The Gov- 
ernors of the Federal-State Action 
Committee have agreed to recommend 
that the States absorb annual losses 
up to fixed amounts. 

C. Next we have programs where 
proposals are designed to free the 
agricultural economy from excessive 
controls. 

1. Greater flexibility in agricultural 
price supports. Expenditures for 
Commodity Credit Corporation price 
support operations (net) are esti- 
mated to be $2.4 billion in 1959. The 
President has sent a special mes- 
sage to the Congress recommending 
changes in existing legislation so that 
the Secretary of Agriculture will be 
authorized to establish price supports 
for basic crops consistent with the in- 
creased productive capacity of our 
agriculture. 

The agricultural revolution of the 
last ten years has been as significant 
as the industrial revolution of a cen- 
tury ago. The laws enacted to protect 
farmers are actually benefiting mostly 
the large commercial farms, and price 
supports under these laws have inter- 
fered with expansion of our markets. 


Farmers and the nation as a whol 
would actually be better off wit! 
greater freedom from restrictions a 
with prices and output determin 
under free enterprise. Federal assis’ 
ance should then be confined to pre 
moting adjustments in agricultur 
and aiding the needy farmer. 

An analysis of price support a 
stabilization costs under existing law 
for the past fiscal year indicates the 
farms having sales of under $2,50 
annually, which comprise 56 percer 
of all farms, accounted for less than 1 
percent of such costs, while farms hay 
ing sales over $5,000, which compris 
25 percent of all farms, accounted 7 
79 percent of such costs. 

You may have read about th 
farmer in California and Arizon 
who paid Uncle Sam a penalty ¢ 
$965,000 last year for growing 4,60 
acres of cotton beyond his allotmen 
He believes, as do many other farn 
ers, large and small, that they woul 
be better off with controls and pric 
maintenance, 

2. Soil bank acreage reserve. Thr 
acreage reserve was authorized in 195 
and expenditures are estimated to t 
$405 million in the fiscal year 195: 
It is proposed in the budget to te 
minate the acreage reserve at the en 
of the 1958 crop year. A partial offse 
ting inerease of $125 million is re 
ommended in the soil bank consery 
tion reserve program for the 1959 ea 
endar year since more material ar 
lasting benefits are obtained, per de 
lar spent, from this part of the s¢ 
bank. 

D. Another recommendation whi 
should hold down budget totals is th 
10 new projects be started in the f 
cal year 1959 for construction of wat 
resource projects by the Corps of E 
gineers and the Bureau of Reclam 
tion, in view of the high level of ev 
rent spending resulting from the lar 
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timber of new projects started dur- 
ig the last three years. This has al- 
fady raised vociferous protests, al- 
‘ough with the large number of new 
jarts authorized by Congress during 
pe last three years the level of ex- 
pnditures by 1960, even without any 
ew starts in 1959, will approach $1 
)llion. 

) KH. Finally, certain previously ree- 
immended legislation is not being re- 
fiested in the fiscal year 1959. Ex- 
mpies are general aid for school con- 
iruction, major medical care insur- 
hice for Federal employees, and cer- 
hin other grant programs. 

} As a matter of fact, the state gover- 
ors in the meetings of the Joint Ac- 
on Committee, to which I have re- 
erred, have indicated their strong 
onviction that the localities and the 
tates want to be, and must be, re- 
yonsible for the education of their 
nildren. I think we must all admit 
vat over the last 20 years so-called 
rogressive education has been over- 
mphasized. I know from my own 
xperience. We were told not to dis- 
ipline our children, but to let the 
ttle flowers unfold in any direction 
aat they desired in order to develop 
1eir individuality. I feel that we have 
ad too little work and too little disci- 
‘line and that we may have to go back 
) required Latin grammar and alge- 
ra, which are both good mental train- 
ag. We should also have considerably 
igher requirements for admission to 
ollege. This doesn’t require Federal 
unds and I have great confidence 
hat when the State education depart- 
rents, the Parent-Teachers’ Associa- 
ions throughout the country, and the 
ducators and pupils themselves un- 
erstand the problem they will tackle 
| sensibly and will do better than by 
eeking help from Washington. Our 


ecommendations for education this 
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year are to serve as a stimulus for a 
short period only. 


BupGet Revyinw 


Before closing I am going to give 
you a very brief review of the whole 
budget picture for the current fiscal 
year as well as 1959. As the result of 
the decrease in business activity dur- 
ing the last quarter of the calendar 
year 1957, the estimate of fiscal year 
1958 receipts of $73.6 billion made a 
year ago January and $73.5 billion in 
October has now been reduced to $72.4 
billion. This is a decrease of $1.2 bil- 
lion from the original estimate. At 
the same time, increased defense 
spending to accelerate missile procure- 
ment, for research, basic and applied, 
for increased SAC dispersal, and for 
atomic ships has added $.9 billion to 
our expenditures. There are other 
changes up and down, but either of 
these two principal changes alone 
would not have thrown us into the red. 
However, both together have changed 
our estimate of a $1.6 billion surplus 
into a $.4 billion budget deficit. The 
consolidated cash statement still shows 
a slight surplus, and I hope that by 
June 30 we may be able to get back 
into the black for fiscal year 1958, in 
the conventional budget. 

For 1959, our experts in the Treas- 
ury, Council of Economic Advisers, 
and others consulted have agreed on 
an estimated income figure of $74.4 
billion in the firm belief that the ex- 
pansion of our economy will soon be 
resumed. 

Total new obligational authority 
recommended for the fiscal year 1959 
amounts to $72.5 billion. In addi- 
tion, $6.6 billion of supplemental au- 
thorizations are estimated for the cur- 
rent year, primarily for the Depart- 
ment of Defense, $1.3 billion, the 
Commodity Credit Corporation, $2.3 
billion to make up previous losses, and 


the Export-Import Bank, $2.0 billion. 
Estimated budget expenditures for 
the fiscal year 1959 are $73.9 billion. 
Included in the estimated 1959 ex- 
penditures is $1.1 billion as an allow- 
ance for proposed legislation and con- 
tingencies. Five hundred million dol- 
lars of this is specifically for defense 
contingencies, $339 million is. esti- 
mated for proposed pay adjustments 
for postal and other civilian employees 
not in the Department of Defense, and 
#300 million for other contingencies. 
The cost of the proposed pay adjust- 
ments for military and civilian per- 
sonnel of the Department of Defense 
is included in the estimates for that 
Department. Including the Depart- 
ment of Defense, the budget provides 
$1.1 billion of estimated 1959 expendi- 
tures for proposed pay adjustments 
for both military and civilian person- 
nel, which is expected to be largely 
offset through greater efficiency and 
smaller staffs. In fact, Ralph Cord- 
iner firmly believes it will save us bil- 
lions of dollars within a few years. 


CONCLUSION 

In conclusion, I have been strongly 
inipressed with the difficulty of com- 
bating Parkinson’s law. I assume you 
have seen the recent booklet announe- 
ing the discoveries of Professor Park- 
inson that: (1) a bureaucratic official 
wants to multiply subordinates, not ri- 
vals; and (2) officials make work for 
each other. Whenever a civil servant 
finds himself overworked, Dr. Parkin- 
son says, whether real or imaginary 
is immaterial, he immediately asks for 
two assistants. By dividing the work 
into two categories he will be the only 
one who comprehends both and he will 
not have an immediate successor avail- 
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able. Dr. Parkinson comes to the con. 
clusion that, regardless of the 1 increase) 
of work, bureaucracy increases — its 
administrative personnel at an aver- 
age rate of 5.6 percent per annum. | 
If you will look at our statistics youl 
will find that while we have not beer 
able to cut our number of employees 
materially in the last five years, wei 
have demonstrated that Parkinson’s} 
Law can be defeated. I hope that your 
further study of our 1959 budget will) 
lead you to believe with me that Wy 
have done our best. It is a well-bal4 
anced, sound budget which sets forth 
programs which adequately meet the} 
responsibilities of the Federal Govern- 
ment in all areas. | 
Our revenues should be adequate to 
cover expenditures and permit debt: 
reduction during periods of high busi- 
ness activity and reductions of taxes 
when possible. In view of the increases 
needed in our defense expenditures 
imposed on us by world conditions, 
general tax reductions would not be 
wise at the present time. If, as, and 
when we can reach some satisfactory 
agreement with the Soviet Union con- 
taining significant steps toward dis- 
armament which are accompanied by 
inspection to assure compliance, then 
we can consider tax-reductions and 
savings that would be worthwhile. 
Meanwhile, with the full coopera- 
tion and support of the Congress and 
the public, I beheve that we can ad- 
vance the principles in which we be- 
heve and which have guided us in pre- 
paring the budget—economy in ex 
penditures, efficiency in operations. 
promotion of growth and stability ir 
a free enterprise economy, a vigorous 
Federal-State system, concern fo1 
human well-being, and priority of na 
tional security over lesser needs. 


There is a widespread illusion 
mong business concerns and profes- 
onal associations that good puble 
elations can be bought. Put another 
vay, many people feel that, if their 
rganization would only hire a press 
gent, its pubhe relations problems 
rould be over. 

That better public relations for 
)PAs is uppermost in the minds of 
Hinois Society members was quite 
vident in a questionnaire survey that 
vas made several years ago. But, what 
scapes many of us from time to time 
s the real meaning of the term ‘‘ pub- 
¢ relations’’—namely, ‘‘earned and 
lerited recognition. ’’ 

No organization, whether it be a 
usiness corporation or a professional 
ociety, can acquire and retain the 
‘oodwill of the public unless it earns 
ts reputation. This means that, first 
f all, it must do a good job. It must 
aake a sound, quality product and 
‘ive good customer service. Or, in the 
ase of the Hlinois Society, its mem- 
ers must render thorough, competent, 
ysrofessional service to their clients. 
uike a taffy apple that is wormy in- 
ide, no amount of press agentry can 
ong cover up an inferior product or 
ervice. 

There is a second general requisite 
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for good public relations that is 
equally important. Assuming that 


we as CPAs do a good job for our 
chents, this still is not enough to earn 
for ourselves that measure of respect 
and goodwill of the general publie 
which we would all like to have. To- 
day’s corporation or association must 
also identify its interest with that of 
the publi. 

One of the ways this can be done is 
through pubhe service. And this is 
something that cannot be delegated to 
a paid employee. It is a responsibility 
to our profession that each of us must 
shoulder. 

Is the publie service record of CPAs 
one that we can be proud of—one that 
merits public approbation ? 

In April, 1956, a questionnaire went 
out asking for information on the pub- 
lic service activities of individual 
members of the Illinois Society. Of 
the 2500 questionnaires mailed, 700 
were returned—a 28% response. Of 
those who responded, 451 or 72% 
reported that they were involved in 
some type of outside service activity. 
Of those who responded, 50% devoted 
time to church work; 45% cited ser- 
vice in social clubs, youth and other 
service groups; and 35% mentioned 
charity work. 


—————————  _.._| 
JEANNETTE M. COCHRANE is Executive Director of the Illinois Society 


of Certified Public Accountants. 


This article was written as a result of 


continuing discussions by the Society’s Committee on Public Service and 
Information concerning the nature and importance of the complementary 
concepts of professional public service and professional public relations. 
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The average member reporting pub- 
lic service spent 186 hours a year, ap- 
proximately fifteen hours a month, at 
it in 1955. The most common type of 
service was as a treasurer, auditor, 
board member, or fund raiser. The 
overall average time spent per activ- 
ity was 106 hours per year. 

On the surface, this record appears 
commendable. However, it does not 
reflect any considerable portion of the 
Society’s membership as a whole, just 
28%. We suspect that the public ser- 
vice record of the 72% who did not 
respond to the questionnaire might 
not present as good a picture. In the 
second place, the averages are inflated 
because of the prodigious amount of 
outside service by a handful of mem- 
bers. Twenty-seven members spent 
over 500 hours per year, with two 
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reporting over 1000 hours a year 1) 
church work alone. Our hats are off t} 
members who are giving of themselv 
and are doing a public relations jo) 
for the profession. | 

It is simply human nature to ré 
spect, like, and do business with thos: 
people who go out of their way t/ 
serve their fellow men. Not only is inp 
dividual public service good publi: 
relations for our profession, but it 1| 
also the surest way we know of té 
wipe out the old ‘‘green eyeshade’) 
stereotype image of the introver’ 
CPA. 

We hope that another public ser! 
vice survey can be taken soon and tha’ 
the results will provide potent pub: 
heity ammunition in the growing pub) 
lic relations program of our Society 


TAX COMMENTS 


Conducted by the Committee on Taxation of the 
Illinois Society of Certified Public Accountants 


WHY THE CONSOLIDATED RETURN? 


Section 1501 of the 1954 Internal 
Revenue Code is entitled ‘‘ Privilege 
to File Consolidated Returns.’’ The 
word ‘‘privilege’’ implies a right to 
a special benefit. For the exercise of 
this special benefit the Code exacts its 
penalty. The only justifiable basis for 
electing to file a consolidated return 
is immediate tax saving of conse- 
quence. 

There is a misconception among 
some that tax planning in this area is 
limited to big business. Experience 
has proven, to the contrary, that size- 
able tax benefits have been achieved, 
not only by big business, but by small 
and medium sized companies. In this 
day of expansion, diversification, and 
merging of business interests, the affil- 
-iated group is common in businesses 
of all sizes. 

Were a company to expand strictly 
and solely within its own corporate 
structure, no consolidated return con- 
siderations would ever occur. The ex- 
panding company, however, will often 
find it difficult for business reasons to 
stay within its own corporate struc- 
ture. Management often prefers to 
incorporate separately unlike business 
activities for purposes of control, for 
bonus computations, local income tax 
requirements, and for confining mi- 
-nority interests to their own incorpo- 
rated company. Once the parent and 


subsidiary relationship with at least 

80% voting control exists, the entire 

subject of the consolidated return 

comes into focus. 

The area of taxation embraced in 
the consolidated return is so closely 
tied to accounting concepts of income 
that it is a field in which the account- 
ant 1s indispensable. 

The consolidated return has advan- 
tages: 

(1) Losses of the subsidiary may be de- 
ducted from profits of the parent and 
other members of the affiliate group; 

(2) Inter-company profits are not taxed; 

(3) Inter-company dividends are not taxed; 

(4) Capital gains of one corporation may 
be offset by capital losses of another 
corporation ; 

(5) Extreme refinements of accounting re- 
lating to distribution of income and ex- 
penses among the various members of 
the affiliated group may not be re- 
quired. 


The consolidated return has dis- 
advantages: 


(1) There is a 2% penalty added to the tax 
from the first dollar of income; 

(2) There is only one $25,000.00 surtax ex- 
emption ; 

(3) It may be necessary to change account- 
ing periods and accounting methods; 

(4) All members of the affiliated group 
must consent to the Regulations of the 
Commissioner and thus give him, 
through his Regulations, the right to 
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establish law rather than to interpret 
law. 

(5) Once having filed a consolidated return 


an affiliated group must continue to 
file consolidated returns unless certaim 
conditions are met. 


Given the choice, consolidated re- 
turns in most instances should not be 
filed unless distinct advantages accrue 
immediately. 

The code deals with consolidated re- 
turns in Chapter 6; it is brevity car- 
ried to the extreme. The Law leaves it 
to the Regulations for extensive in- 
structions designed to correctly es- 
tablish taxable income and to prevent 
abuse of the privilege which, because 
of the very complexity of the subject, 
might otherwise result. In order to 
present the application of the Regula- 
tions in action, there is submitted a 
series of circumstances, not uncom- 
mon, and the development of possible 
solutions, with comments. A_ brief 
statement of the problem and the solu- 
tion by years appears in tabular form 
at the conclusion of this paper. 


AN AFFILIATION Is ESTABLISHED 


Company A is a successful furni- 
ture manufacturer with an excess of 
productive capacity. On January 1, 
1954 it is ready to establish and open 
a retail furniture store in another 
State, where it will sell its manufae- 
tured product. 

Our corporation may operate the 
separate business as a branch of its 
own company. This method has sev- 
eral disadvantages: (1) Profits of the 
branch will be added to the high profit 
of the manufacturing plant and will 
be taxed at a 52% rate. (2) Profits of 
the branch may aggravate a presently 
dangerous situation with respect to 
unreasonable accumulation of surplus 
under Sec. 535. (3). If the activities 
are to be carried on in areas subject 
to local income tax laws, there will be 
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problems of apportionment of income 
subject to each of the two tax laws. 
Corporation A may permit its 
stockholders to organize a separate 
corporation to operate the selling 
business. Objection may be raised on 
the basis that, should losses be sus- 
tained by the new corporation, these 
losses will not be deductible by the 
successful manufacturing corporation. 
It appears quite attractive to Cor- 
poration A to organize the new busi- 
ness as a wholly-owned subsidiary : 
(1) The subsidiary will have its own 
surtax exemption, producing a Ssav- 
ings of $5,500.00 on the first $25,000.00 
of income. (2) The subsidiary will 
have its own $60,000.00 minimum 
eredit for surplus accumulations un- 
der Sec. 535 (c) (2). (8) Should 
there be losses in one of the two com- 
panies, they may both elect to file a 
consolidated return to produce a net 
taxable income. (4) At some future 
date, after the subsidiary is firmly 
established the corporation may be 
spun off to the parent’s shareholders. 
Corporation A decides to form a 


wholly-owned subsidiary, Corporation 


B, to operate its retail sales outlet. 


Having at least 80% of the total vot- 
ing power and at least 80% of all 
other non-voting stock there is a par- 
ent-subsidiary relationship as an af- 
fihated group in accordance with 
Sec. 1504 of the Code. Obviously, 
Corporation A intends that Corpora- 
tion B shall be profitable and, by 
filing a separate return, to retain its 
own $25,000.00 surtax exemption. If 
Corporation B is organized by a 
transfer of assets from A it will fall 
directly into the trap of Sec. 1551, 
and will have neither its own separate 
$25,000.00 surtax exemption nor its 
own $60,000.00 eredit for surplus ae- 
cumulation, unless it can establish by 
the ‘‘clear preponderance of the evi- 
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dence’’ that tax savings was not the 
primary motive. On the other hand, 
if Corporation A organizes B as a 
separate corporate entity and, by 
transfer of cash, buys B’s capital 
shares, both, the $25,000.00 surtax ex- 
emption and the $60,000.00 surplus 
accumulation credit will be retained. 
The two entities must be operated as 
separate corporations, and every care 
should be undertaken to avoid an 
arbitrary shift of profits from one to 
the other. If accurate accounting is 
not made for each of these corpora- 
tions the Commissioner may attempt 
to tax both corporations as a single 
unit under Sec. 482, or reallocate in- 
come and deductions among the cor- 
porations. 

The danger of separate incorpora- 
tion is illustrated in the case of 
Coastal Oil Storage Company—CA 
2423/11/57 (CCH Par. 9518—U 8. Tax 
Cases) which holds that Section 269 
may cause disallowance of the surtax 
exemption in the case of a newly 
formed corporation where the prin- 
cipal purpose was to obtain tax bene- 
fits, notwithstanding that there were 
other business purposes. Here the 
taxpayer, by transfer of property, 
formed a separate corporation for the 
purpose of performing Government 
contracts, thus to distinguish this 
business from its regular business; 
and it was held that while there might 
be a sound business purpose for sep- 
arate incorporation, the taxpayer 
failed to prove that tax benefits were 
not the major purpose of the separate 
incorporation. 


Tue First YEAR OF OPERATIONS 
(1954) 


Parent A—net income 
Subsidiary B—net loss 


100,000.00 
(75,000.00 ) 


If A and B file separate returns, 
A will be taxed on its profits and B’s 


loss will not reduce the tax for that 
year. By filing a consolidated return 
B’s loss may be offset against A’s 
income and the tax will be computed 
on the combined net income of $25,- 
000.00. The parent, Corporation <A, 
decides to file a consolidated return. 
It will act as the agent for the affili- 
ated group, the fiscal years of both 
companies will end on the same date, 
and it will include in its consolidated 
return a consent on Form 1122 to an 
irrevocable determination of income 
on a consolidated basis and to agree- 
ment to the regulations of the Com- 
missioner. Once having filed the con- 
solidated return, A and B must con- 
tinue to do so unless certain specified 
conditions are met. 


THE SECOND YEAR OF OPERATIONS 
(1955) 


Parent A—net income 
Subsidiary B—net income 


$200,000.00 
25,000.00 


Herein hes the disadvantage of the 
consolidated return. Once having 
filed the consolidated return the affili- 
ated group must continue to do so 
unless there is a change in the income 
tax law which would render the filing 
of the consolidated returns of cor- 
porations as a class undesirable, in 
which event the Commissioner may 
erant the right of a new election. In 
1955, the Commissioner did not au- 
thorize an election to change from 
the consolidated to the separate re- 
turn basis. Corporation A and B may 
request that the Commissioner permit 
a change, but in all probability the 
request would be denied. In effect, 
the affiliated group is frozen to its 
prior election, and it must compute 
its tax on $225,000.00 at the 32% 
and 54% rates. 

The management is now seriously 
concerned with the future of its con- 
solidated tax structure. All the evi- 


dence points to profitable operations 
for both companies. B has ceased pro- 
viding its separate surtax exemption, 
and in fact causes A and itself a 
penalty tax of 2%. How ean the con- 
solidated return requirement be bro- 
ken? 


Tue PARENT BREAKS THE CONSOLI- 
DATED RETURN REQUIREMENT 
(1958) 

Corporation A is now ready to seek 

a new outlet for its increased pro- 

duction. It may organize a second 

subsidiary which will have its own 
surtax exemption and its own surplus 

accumulation credit, but only if A 

and B file separate returns. The 

Regulations deny the right of a new 

election if Corporation A brings into 

the consolidated group a new cor- 
poration which it establishes. How- 
ever, if the stock of an existing cor- 
poration is purchased and a new cor- 
poration is added to the affiliation, 
the right to a new election may thus 

be established (Regulations 1.1502- 

11(a)(1).) The addition must be a 

bona fide acquisition and must have 

a business purpose other than a pro- 

posed saving in taxes. A proceeds to 

buy 100% of the capital shares of 

Corporation © which for many years 

has operated a retail furniture store. 

C is a loss corporation with carryover 

losses of $100,000.00. At this point, 

A would like to break its consolidated 

return requirement, to achieve sep- 

arate surtax exemptions for B and 

C, and to preserve and use the loss 

earryover of C. Particular attention 

must now be directed to Sec. 269 of 
the Code which provides a rule of 
disproportionate purchase price as 
evidencing a tax avoidance purpose 
on the acquisition of loss corporations, 
wherein the Commissioner seeks to 
deny the loss carryover and the other 
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tax benefits where the principal pur- 
pose of the acquisition was tax re- 
duction by securing benefits not oth- 
erwise available. 
can establish the principal purpose as 
a sound business purpose not subject 


Assuming that A 


| 


to the provisions of Sec. 269, it must | 
now go to See. 382 which provides) 
that the loss carryover will not be| 


permitted unless Corporation C will 
continue essentially in the same busi- 
ness and in the same location. Cor- 


poration A will operate in such man-| 
ner as to avoid all the objectionable 
practices in Sec. 382(a)(1)(c), and | 
accordingly will continue to conduct: 
C’s business unchanged from its busi-| 


At the end of the year 1956, 


Parent A—net income 
Subsidiary B—net income 
Subsidiary C—net loss 


100,000.00 
( 10,000.00) | 


$300,000.00 | 


ness prior to the affiliation. | 


The consohdated return requirement 
is now broken, and all three corpora- 
tions have the right to a new election. 
They will file separate returns. Al- 
though C’s loss is not deductible in 
separate returns for 1956, and gives 
no tax reduction to A and B, there 
would be no advantage to filing a 
consolidated return because of objee- 
tions inherent in this method of re- 
porting. 


' 


In 1957 Parenr A Surrers SERIOUS 
Losses Resuuting From A Lapor 


STRIKE IN Irs MANUFACTURING 
PLANT 


The results for the year 1957 show 
the following: 


Parent A—net loss 
Subsidiary B—net income 
Subsidiary C—net income 


($400,000.00) 
200,000.00 
75,000.00 


The affiliated group may elect to 
file consolidated returns during any 
year without permission from the 
Commissioner. If it files separate re- 
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turns, A would carry back its $400,- 
000.00 loss to 1955 and 1956 and ob- 
tain a refund of taxes paid for those 
years; B would pay a tax on $200,- 
000.00, and C would file a loss return 
(by offsetting its 1957 income of 
$75,000.00 against its unused losses 
of $100,000.00 carried forward from 
the year prior to affiliation and $10,- 
000.00 loss suffered in 1956, which 
loss was not used because a consoli- 
dated return was not filed in 1956). 
Our corporation A decides to file a 
consolidated return and thus avoid 
the tax B would have had to pay in 
a separate return. A will file a claim 
for refund carrying back its $200,- 
000.00 consolidated loss against <A’s 
1955 consolidated income. The con- 
solidated group may use the benefit 
of C’s carry-over losses to the extent 
of $75,000.00 during years prior to 
affiliation, and it will continue to 
have an unused loss carry-over of 
$35,000.00 which may be used to off- 
set future income earned by C, but 
not by any other member of the affili- 
ate group. This example illustrates 
the requirement that losses suffered 
prior to affiliation may be used to 
offset income earned only by the same 
corporation, and losses suffered prior 
to affiliation may not be used to offset 
income of any other corporation in 
the affiliated group. 


THe PARENT LIQUIDATES ONE OF ITS 
SUBSIDIARIES 


A discussion of the parent-subsid- 
iary relationship would not be com- 
plete without a reference to the prob- 
lems of subsidiary dissolutions. 

The complete liquidation of a subsi- 
diary generally may be accomplished 
without gain or loss under Sec. 332. 
If the stock of the subsidiary were 
held for less than two years, the pre- 
sumption is that the stock was pur- 


chased to obtain the subsidiary’s as- 

sets, and its cost basis of the stock 

will be allocated to the assets received 

on dissolution (Sec. 334 (b) (2) (B)). 

If the subsidiary’s stock had been held 

for more than two years, the cost 

basis of the assets received on disso- 
lution will be the same as the basis in 

the hands of the subsidiary (Sec. 334 

ee 

Since the parent generally has the 

opportunity to plan the timing of a 

dissolution of a subsidiary, it has 

these two alternatives, each of which 
may be desirable under given circum- 
stances : 

(1) Dissolve the subsidiary within two 
years after purchase of the stock. It 
will then use the cost basis of its steck 
as the basis of the assets received on 
dissolution [Sec. 334 (b) (2) (B)). 
This makes sense where it paid a pre- 
mium for the stock of the subsidiary, 
but it will lose the benefiit of any un- 
used loss carry-over of the subsidiary 
(Sec. 381). 

(2) Dissolve the subsidiary after two years 
from the date of purchase of the stock. 
It will then use the cost basis of the 
assets to the subsidiary (Sec. 334 (b)- 
(1)). This makes sense where it made 
a bargain purchase of the stock, as it 
will obtain a stepped-up basis for the 
subsidiary’s assets (for depreciation 
and for cost in the event of sale). It 
will also retain the unused loss ecarry- 
overs of the subsidiary (Sec. 332). 

Reference has been made to the cost 
basis of the subsidiary’s stock in the 
hands of the parent. This can be an 
involved computation, and the cost 
basis may not be the same as it ap- 
pears on the books of the parent. The 
cost basis of the investment in the sub- 
sidiary must be reduced by the sub- 
sidiary’s losses during consolidated 
return years which could not have 
been used by the subsidiary as carry- 
backs or carryovers had it filed sep- 
arate returns for each year. The pur- 
pose of this computation is to pre- 
vent losses from being deducted twice 
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—once in a consolidated return, and 
again when the stock is sold or the 
subsidiary liquidated. 

In a tax-free liquidation under Sec. 
332, the unused losses of the subsi- 
diary during the period of affiliation 
may be deducted by the parent in the 
year of liquidation, provided that the 
basis of the assets received on dissolu- 
tion by the parent will be the same as 
in the hands of the subsidiary (Sec. 
381 (a) (1)). There is a specific pro- 
vision that a liquidation where there 
is a changed basis of the assets, as un- 
der a Sec. 334 (b) (2) (B) liquida- 
tion, will result in the loss of unused 
carry-over losses and the losses will 
not be transmitted to the parent (Sec. 
381 (a) (1)). Here again, complexity 
is the rule, and the simple statement 
that the parent may deduct the un- 
used losses of the subsidiary on dis- 
solution is governed by a series of 
rules providing a limitation in the 
year of dissolution; these lengthy 
rules are set out as clearly as can be 
expected in the Senate Committee Re- 
port on Sec. 381. 


CONCLUSION AND COMMENTS 


Given the choice, consolidated re- 
turns should not be filed unless im- 
mediate advantages accrue. In separ- 
ate returns each corporation has its 
own surtax exemption; in a consoli- 
dated return there is only one surtax 
exemption. When some members of the 
affiliated group have current year’s 
losses, these losses will offset income of 
the remaining members in a consoli- 
dated return. If a loss corporation in 
an affiliated group expects to earn in- 
come within five succeeding years of 
an amount equal or more than its loss 
earry-forward, the affiliated group 
would probably do better to file sep- 
arate returns. When there are sizable 
amounts of inter-company profits in 
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inventories, the affiliated group would 
do better to file a consolidated return 
thus eliminating these paper profits. 


The value of a consolidated return 
falls largely in the area of loss corpo- 
rations. Seemingly strange deals have 
been made where loss carry-overs have 
been considered in the negotiations. 
The intent, of course, is to retain the 
loss carry-over of a purchased com- 
pany, and to use the loss to reduce 
subsequent taxable income. It has 
been established under the 1939 Code 
that losses of the subsidiary prior to 
affiliation may be earried forward in- 
to a consolidated group and deducted 
from post affiliation income of that 
subsidiary only. The rule applies to 
the 1954 Code as well. Under the 1939 
Code apparently the only requirement 
to retain the loss carry-over was to 
keep the corporation in existence. 
However, Section 269 and Section 382 
of the 1954 Code now embody all the 
restrictions of the loss carry-over pro- 
visions to subsidiary acquisitions, so 
that the carry-over may not be sus- 
tained without continuation in the 
same line of business, in the same lo- 
cale, and only if the acquisition did 
not have a tax avoidance motive as its 
primary purpose. 

The working out of these rules pre- 
sents some extremely interesting pos- 
sibilities. For example, what would be 
the effect of merging a profit corpora- 
tion into a loss corporation and then 
bringing the resultant corporation in- 
to a consolidated group? It would 
seem that the losses of the loss corpo- 
ration suffered prior to the merger 
could be used by it to offset the post 
merger gains of the profit business, 
absorbed in the merger, and any re- 
maining loss could be brought into the 
consolidated group. Until recently this 
presumption may have been accept- 
able, but a recent decision casts a 
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WHY THE CONSOLIDATED RETURN? 


1 . ye } ia . 20. j 7 
Corporation A is a successful furniture manufacturer. In 1954 it organizes a 
wholly-owned subsidiary, Corporation B, to operate a retail furniture store in 


History another State. In 1956, for the purpose of providing a further outlet for A’s 
expanded production, A buys 100% of the capital shares of Corporation GC, 
which owns a retail furniture store and has a 1955 loss carry-over of $100,000. 

A B Go| ‘Conse 

Summary Year Parent Subsidiary | Subsidiary dated 

of profits : 

and losses; HOS 4.2 fog tbr iocseBecSbnp sasHpcaLnssian 36078 $100,000 | ($ 75,000) $ — $ 25,000 

the problem 1955 (C’s loss—$100,000)........ 200,000 25,000 — 225,000 

stated 1956 300,000 100,000 ( 10,000) 390,000 
1957 (400,000) 200,000 75,000 |( 125,000) 


1954—Elect to file consolidated return 


The 1955——Must file consolidated return 
solution . 1956—New right of election; file separate returns 
1957—Hlect to file consolidated return 
TO SAR CONS OLIC ate due Net LOSSiet a orn. see eee ce eee eee note eee cee eee ee ee ($125,000) 
Carrconwacda Ose lOSSm priors tOMalilia Gomme ee in neee sneer eearter ee ( 75,000) 
Detailed ae a ie ae, fen 1 a 
a aires LOS consolidateda met losswper meturm tiled esse-..e-.esstesee ee eeaeeee ee ance ($200,000) 
for 1957 Parent A will carry-back its 1957 unused consolidated loss of $200,000 to 1955, 


and file a claim for refund to recover 1955 taxes. Subsidiary C has a $35,000 
unused loss carry-over ($100,000 + $10,000 — $75,000). 


good deal of doubt upon this proposi- 
tion. On May 27, 1957 the Supreme 
Court rendered its decision in Libson 
Shops, Inc., affirming the decision of 
the U. S. District Court (CCH Par. 
9691—U. S. Tax Cases). Briefly, the 
taxpayer, a corporation, provided a 
management service to 16 retail stores, 
each a separate corporation. The 16 
corporations were merged into the 
the 17th management corporation. 
Three of the 16 corporations had loss 
earry-forwards, which the acquiring 
corporation sought to use in its first 
return. The Court held that notwith- 
standing the extinguishment of the 
separate corporation structures, the 
loss attributes applied only to the 
separate stores, which continued to 
have losses after the merger, and 
therefore could not be used to offset 
income of other stores (earned after 
merger) in the same corporation. 
The Libson case, while it did not 
apply specifically to a consolidated 
return, will undoubtedly have reper- 
cussions in the field of consolidated 
returns. The Supreme Court decision 
makes much to-do about the fact that 


the 17 corporations could have elected 
to file consolidated returns, and by 
pooling their income and losses taken 
advantage of the losses of the three 
corporations. Now, by following the 
reasoning of the Court, if three loss 
corporations were merged into one 
member of an affiliated group, thus 
becoming part of the affiliation, it 
would seem that the unused losses of 
the merged corporations could not be 
deducted (1) from the post-merger 
income of the acquiring corporation 
except insofar as the losses offset in- 
come of the merged segments of the 
business; and (2) by no means could 
the losses be extended to the other 
members of the affiiated group. Fur- 
thermore, the sense of the Court’s 
opinion would seem to indicate that 
if the parent had pre-affiliation: losses 
it would not be able to deduct these 
losses from its affiliate’s income after 
the affiliation. 

There is a good deal of doubt 
whether the Libson case which was 
decided on the basis of the 1939 Code. 
will apply to the 1954 Code. The 
implications, however, are serious 
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and although it is too early to know 
what the Commissioner intends to do 
about the ZLibson case, it certainly 
bears most intelligent watching. 

A third case recently decided 
(American Pipe & Steel Corporation, 
CA9 — 4/17/57 (CCH Par. 9590 — 
U.S. Tax Cases) ), illustrates what 
might be attempted, although the 
right to benefit was denied the tax- 
payer. The taxpayer acquired an, in- 
terest in a defunct company with tax 
losses of $400,393.91, for a total cost 


of $11,248.96. Through consolidated 
returns, the losses of the acquired 
corporation were deducted from prof- 
its of the acquiring corporation in 
four years amounting to $574,949.17 
reducing same by $400,393.91. The 
Court denied the deduction on the 
basis of 1939 Code sections 129 and 
141 (a), corresponding to 1954 Code 
sections 269 and 1501, ruling that 
the acquisition of the subsidiary had 
no basis other than tax reduction. 


THE KEY TO 
THE COMBINATION 


By Pumir G. Moon 


We are all familiar with the Ara- 
bian Night’s tale of Ali Baba and the 
Forty Thieves and with the easy com- 
bination which opened the cave con- 
taining the vast store of riches which 
the enterprising thieves had collected. 
Unfortunately, the modern business- 
man does not have available any 
similar ‘‘Open Sesame,’’ no compa- 
rable magic words that will automat- 
ically open the doors of a bank vault 
so that he can get the money he may 
need in order to carry on or expand 
his business. The modern business 
man does have available, however, a 
combination which frequently makes 
it possible to secure money from a 
bank in the form of a legal loan, and 
that combination, which is usually re- 
ferred to as the ‘‘three C’s of Credit”’ 
(Character, Capacity, and Capital), 
is generally most effective when it 
is accompanied by an unqualified 
audit by an independent certified 
public accountant. 

It is with this key to the combina- 
tion, the unqualified audit report, 
that the present paper is particularly 
concerned. We bankers see many re- 
ports in the course of our work, 
naturally, and not all of them are 
the ‘‘Open Sesame’’ to ready credit 


which they ought to be. Not all of 
them give us the information which 
we feel we need or give us evidence 
that we can rely on them in the man- 
ner in which would like to be able 
to rely. 

In this connection, we recognize, 
of course, that there is need for con- 
tinuing education on the part of both 
bankers and accountants. Certainly 
we bankers need to know a great deal 
more about auditing standards, about 
the procedures followed by CPAs, 
and about the professional character 
of your relationships with your cli- 
ents. In addition to further educa- 
tion of this sort on the part of bank- 
ers, however, we recognize that fur- 
ther education is necessary on the 
part of the CPA relative to the broad 
requirements of bankers and as to the 
banker’s analytical methods of study- 
ing statement figures and supporting 
data in determining his loan deci- 
sions. Emphasizing that we bankers 
are fully aware of our own short- 
comings, it is with this other phase 
of the problem that I should lke to 
dwell at this time, citing some ex- 
amples of what may be questionable 
accounting practices and lack of full 
disclosure which combine to make our 
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work of effective credit granting more 
difficult than it otherwise might be. 
Here, | think, I should point out that 
I am not discussing audits where in- 
sufficient work was done because the 
client was unwilling to pay for a 
more detailed examination. Bankers, 
I believe, are gradually beginning to 
realize that auditors can only be ex- 
pected to do that for which their 
customers are willing to pay, so there 
is no thought of criticizing the in- 
sufficient audit where the client was 
not willing to pay for a full audit, 
but rather the audit which does not 
meet vour own professional standards 
or is not what it apparently purports 
to be. 

An independent CPA in Detroit 
prepared an audit report for a com- 
pany borrowing from us on security 
of aecounts receivable and inventories 
under a letter loan agreement. In 
this report the pubhe accountant 
failed to observe that a prior assign- 
ment of accounts receivable had been 
given to an important merchandise 
supplier under a continuing arrange- 
ment with that supplier. Neither did 
the CPA make any reference in the 
report to the assignment of the ac- 
counts to us nor to any of the other 
features of our loan agreement. In 
subsequent investigation we found 
that he was fully aware of both as- 
signments. We feel that this report, 
although supposedly an audit, cer- 
tainly lacked full disclosure of some 
very material facts about which any 
other credit grantor would be inter- 
ested, and, in the one case, certainly 
a fact in which we were interested 
since it indicated that our assignment 
was not a first assignment—somebody 
was in ahead of us. 

Again, a firm of practicing public 
accountants prepared audit reports 
for two affiliated companies. In the 
instance of the first company, a ma- 
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terial assessment for additional in- 
come taxes was not shown nor was 
a substantial contingent liability rep- 
resenting a guarantee of the affiliate’s 
obligations disclosed. Later it was 
discovered that one of the partners 
in the firm of CPAs had a 10% in- 
terest in the ownership of the affili- 
ated company. 

Naturally, none of you would be 
guilty of this sort of thing. It is too 
obvious. These are the blatant omis- 
sions or errors that we see only occa- 
sionally. Here is a third illustration, 
however, that may strike a little 
closer home. 

A large nationally known, well- 
rated accounting firm of good stand- 
ing issued an unqualified report on 
one of our customers at the end of 
its last fiscal year. The company bor- 
rows from us on a long term basis 
under the conditions of a fairly typ- 
ical loan agreement in which there 
is a working capital covenant, a divi- 
dend restriction, a limitation on fixed 
asset expenditures and a number of 
other restrictions. The auditors com- 
mented on the agreement in their 
report. They commented on the divi- 
dend clause, that is, on the amount 
of surplus that. was available for the 
payment of dividends. They com- 
mented on one or two of the other 
covenants. They made no mention in 
the report at all about an obvious 
default in an over-expenditure of 
moneys for fixed assets. 

It was a long form report and they 
included a detailed analysis of the 
funds spent on fixed assets during 
the year. The amount shown totaled 
approximately twice the amount 
allowed in the loan agreement. And 
yet they made no comment at all 
indicating that this violation existed. 
Under the terms of the loan agree- 
ment, the credit was in default and 
the bank could have called the loan 
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or placed it on a demand basis. 
This company has a fair number 
of outside stockholders and is one 
which seeks general credit in fairly 
large amounts. We feel that this 
audit, whether from carelessness or 
otherwise, certainly inadequately dis- 
closed the facts. Furthermore, al- 
though the auditors in this report 
gave a good and detailed analysis of 
the notes and accounts receivable and 
a complete aging (for which we real- 
ize they do not take the same respon- 
sibility as they do the basic informa- 
tion) and, although this detailed list- 
ing showed a great deal of slowness 
and some question, at least in our 
minds, as to the collectibility or good- 
ness of all of these accounts, there 
was no reserve set up against the re- 
ceivables of any kind, and no com- 
ment on its omission or statement 
to the effect that such was not neces- 
sary. The matter was just passed 
over. This is a type of lack of dis- 
closure which we occasionally see and 
which bothers us in reports by audi- 
tors who we feel know better—audi- 
tors who certainly don’t do these 
things through intent to defraud. 
The second problem which I’d lke 
to discuss briefly is the inability of 
bankers to obtain adequate informa- 
tion regarding the background, char- 
acter, and reliability of accountants 
that are not known to us. This is 
a perennial problem that has been 
faced by bankers for many years, and 
we've discussed it through our co- 
operative groups on many occasions. 
How competent is an auditor? To 
what extent can we rely upon his 
opinion? He isa CPA. He is a mem- 
ber of the state Association ; perhaps 
a member of the AICPA. Such mem- 
berships help us a great deal. We feel 
that they indicate the auditor is in- 
terested in keeping up with his pro- 
fession; that he has a desire to im- 


prove himself and to know what is 
going on. But we can’t always tell 
whether he belongs to your organiza- 
tion in name only or whether he 
really believes in your standards and 
in the things which your organization 
is trying to do. Does he adhere to 
those standards? Who has had ex- 
perience with his work? Whose books 
does he audit. and how well does he 
audit them? In other words, can his 
opinion be relied upon? 

As an example of this, I would 
ask you how much responsibility the 
following auditor is accepting and to 
what extent we can rely upon his 
work. We received a statement re- 
cently on an auditor’s letterhead with 
a bound letter in the front of it say- 
ing: “‘I have audited your books and 
records for the period ended June 30, 
1957, and I submit herewith the fol- 
lowing:’’ Then he listed the balance 
sheet, the operating statement and 
surplus reconciliation and went on 
briefly to say that the cash was veri- 
fied but the accounts receivable were 
not verified and that the inventory 
was taken as submitted by the man- 
agement without independent verifi- 
cation. The letter was signed by the 
auditor who is, incidentally, a mem- 
ber of his own state society and of 
the American Institute of Certified 
Publie Accountants. 

What does he mean: “‘I have 
audited?’’ It is obviously not an 
audit. He didn’t do any of the basic 
things needed to verify the principal 
assets. Such a report leaves us with 
the feeling that we’re not able to 
tell in any report that we see by this 
auditor whether he means exactly 
what he says. He would do better, 
before issuing such a report, to place 
himself in the position of the unin- 
formed reader who may have to 
decide what has been done, based 
simply on seeing the report. 
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Bankers are hard put to evaluate 
this risk—how much reliance to 
place on the auditor. We can find 
out about the borrower, we can find 
out about his past records, his cap- 
ital and his earnings, but what about 
the independent CPA? His opinion 
is often a major factor to us in de- 
ciding about loans because his report 
gives us assurance that the figures 
are at least reasonable to the best 
extent possible. 

We feel that this ability to find 
out about accountants is also impor- 
tant to you people. It is important 
to the small CPA—the CPA with 
local practice, because if the banks 
can’t find out enough about him 
they’re going to be reluctant to ac- 
cept his figures and they’re going to 
let their customers know that. 

Further on the question of reli- 
ability, | would lke to quote a state- 
ment from a talk given by Arthur 
L. Nash, Manager of Brown Brothers, 
Harriman & Company, a large pri- 
vate bank in New York City: 

‘“We still face the problem, and prob- 
ably always will, of the auditor who 
condones unusual methods of handling 
accounts in order to reduce taxes of his 
clients. Of course there are legitimate 
methods of reducing a tax bill, but I 
have known individuals who present an 
audit report and imply that the earn- 
ings were much larger than shown— 
with substantial ‘secret reserves’ in cer- 
tain areas—and ask the bank to concede 
a higher working capital than shown by 
the balance sheet for that reason. Some 
might say that, from a ecreditor’s point 
of view, such a statement would offer 
better protection as working capital 
would be lower in the report than it 
actually was. That is not the point as 
I see it. My concern is, how would the 
borrower and the auditor act when, in- 
stead of writing down assets to gave 
taxes, it was advantageous to write them 
up to save the company! In the last 
analysis we always come back to the 
integrity of the auditor.’’ 
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As I have said, banks and others 
have real difficulty in obtaining 
enough information to evaluate it. 

In the preceding paragraphs there 
have been cited a few examples of 
what appear to be questionable prac- 
tices on the part of the practicing 
public accountants. Probably most 
of them do not apply to the readers 
of this article. In our own profession 
of banking, the ones who need train- 
ing in proper credit ethics seldom 
come to the meetings where such 
things are discussed, and I am sure 
that much the same is likely to be 
true in the public accounting pro- 
fession. 
this? Your societies have indicated, 


What can be done about 


| 


in many eases, that they are anxious > 


to police their own 
activities. In many instances this is 
difficult to do since it is hard to get 
specific examples of questionable 
practices. They simply do not have 
available the reports that we bankers 
see. 

Last spring, Robert Morris <Asso- 
ciates National Committee on Coop- 
eration with Accountants began a 
survey of our members in the 22 
chapters around the country, through 
the Chapter Committee Chairmen 
and others in the various areas, re- 
garding this problem—‘‘ What can 
be done to help accountants in polic- 


ing their profession?’’? We have 
much to gain from it. We are the 


ones that want to see the policing 
done and we are the ones that have 
to cooperate to do it. I received 20 
to 25 answers, all of them different. 
I received no solutions. 

Many leading bankers around the 
country indicated that they have 
been working with accountants in 
their areas on this very problem. 
They feel that it is an important 
problem and one to which we event- 


professional | 
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ually have to find a solution. There 
are two stumbling blocks, which 
were mentioned by almost every one 
of the replying bankers, which make 
it difficult for a bank to report on a 
poor audit to your association or to 
the state accountancy board. The 
first of these is the bank’s natural 
aversion to legal involvement. We 
bankers don’t want to be sued for 
ruining an auditor’s reputation and 
we don’t want to be third parties to 
such a suit against your society or 
any one else. Secondly, accountants 
are often good friends of banks in 
sending new business to them, and we 
don’t want to lose that friendship or 
to lose any customers because of 
offending their accountants. 

I do think that there seems to be 
a gradually increasing unanimity on 
one thing that bankers can do. We 
can go back to our customers about 
improper audit reports. They own 
the report. They paid to have it done. 
If it’s not adequate we can go back 
to the customer and point out why 


it’s not adequate ; why we’re not wiill- 
ing to accept it. The auditor who 
performs work that is sub-standard, 
either fraudulently or carelessly sub- 
standard, naturally, is going to suffer 
from it. 

We hope to take one further step. 
We hope to arrange, through mutual 
cooperation of the banks where sev- 
eral of us have received unsatisfactory 
reports from the same accountants, 
to report such violations directly to 
your organization so that positive 
policing action can be taken. Where 
either fraudulent or very poor prac- 
tice exists, actual punitive action 
can be taken. 

We feel that this is a problem that 
is important to you and important 
to us. Bankers are working on it 
and will continue to do so. We know 
that many of your state societies are 
working on it and we are certain 
that the end result will be better 
audit reports and better aids to the 
Combination That Will Open Most 
Any Vault. 


AUDITS ON SHORTAGES 
AND EMBEZZLEMENTS 


By J. B. Carson 


There are so many interesting, un- 
usual, and often perplexing situa- 
tions which the auditor encounters 
when bookkeeping concealment of de- 
faleations has been attempted that 
there appears to be relatively lttle 
benefit to be derived from any 
attempt to discuss in detail the ap- 
pliecability of specific auditing pro- 
cedures to the great variety and, in 
many instances, complexity of short- 
age situations. 

In giving this initial thought to 
the development of the topic, it is 
natural that some inquiry be made 
as to the nature and extent to which 
existing published material might be 
helpful. This investigation, although 
not exhaustive in the present in- 
stance, quickly led to the conclusion 
that textbooks and other literature 
on auditing subjects have been almost 
unanimous, if not entirely so, in their 
omission of any attempt to discuss 
the auditors’ risks and responsibilities 
where the audit of fraudulent ac- 
counts is involved. Perhaps it is this 
very absence of available literature 
which may help to lend some prac- 
tical importance to the subject which 
I am here discussing. 

In mentally reviewing my own ex- 
periences with shortages, I think two 
things have impressed me most. First 
of these is the great opportunity 
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afforded for the employment by the 
auditor of a degree of imagination, 
ingenuity, perseverance and resource- 
fulness not generally called for in a 


normal audit engagement. Second is | 


the great variety and frequency of 


embarrassing situations in which an || 


auditor may find himself if he is 


relatively inexperienced in examin- , 
ing and reporting on dishonest ac- 


counts and, in consequence, fails to 
give (a) adequate advance consider- 
ation to the planning and execution 
of his work, and (b) much thought 
and care to the preparation of his 
working papers and report, the selec- 
tion of personnel who are to assist 
him, and the adequacy of his papers 
in relation to their almost certain 
examination by interested third par- 
ties. 


With the foregoing in mind, an | 


attempt has been made to outline, 
from sometimes not too pleasant mem- 
ories of my own, various ‘‘pitfalls’’ 
which confront the unwary examiner 
of falsified accounts and some of the 
steps which can be taken to avoid 
them. 

Such pitfalls and their avoidance 
seem to fall within the following four 
major categories and I shall discuss 
them in the order mentioned ; 


1. Agreements with the Client and 
Initial Representations to Him 


of Carson and Avery, Atlanta, 
apted from a paper appearing in the September 
gia Society of Certified Public Accountants. 


’ 
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2. Advance Planning for the En- 
gagement 

3. Performance of the Work 

4. Reporting of Findings. 


It is my personal view that axiom 
number one on any engagement which 
is expected to disclose fraudulent 
manipulation of the accounts, even 
though initially believed to be minor, 
should, barring most unusual circum- 
stances, be fully and thoroughly dis- 
cussed with the person or persons 
responsible for approval and payment 
of fees. Among the points which 
should be covered in such a discussion 
are the following: 


1. It should be adequately ex- 
plained that what may presently ap- 
pear to be petty could (depending on 
your knowledge of the personnel and 
records involved) develop into a very 
significant loss and that neither you 
(nor any accountant for that matter ) 
could be reasonably expected to esti- 
mate the time or ultimate cost in- 
volved. It should be explained to 
clients who have had no previous ex- 
perience with embezzlers, and indi- 
cated to others, that you cannot esti- 
mate how much of your time will 
be required by surety company repre- 
sentatives and possible later litiga- 
tion and that payment for such time 
is the responsibility of the chent. 

As early as possible you will need 
to become acquainted with the at- 
torney who represents the client. 
Bond coverages will need to be re- 
viewed and this offers a convenient 
opportunity for calling in the attor- 
ney. In most instances he will give 
you good backing as to the nature 
and extent of detailed checking neces- 
sary to support an adequate proof of 
loss and will support your advice to 
the chent that the bonding company 
will normally give no aid on the proof 
of loss and will frequently leave no 


stone unturned to contest it, especial- 
ly if the loss cannot be positively 
proved to have resulted from the dis- 
honesty of covered employees or if 
uncertainties exist as to the date and 
amount of each misappropriation. 

2. Establishment of mutual con- 
fidence and friendly relationships be- 
tween you and the client’s attorney 
at the outset will prove most helpful 
to the auditor whose experience with 
the aspects of what is legally accept- 
able and desirable from the stand- 
pomt of proving losses has been 
limited or nil. To those of long ex- 
perience in such matters, his help is 
still needed in developing leads and 
evidence not ordinarily available 
from the accounting records and sup- 
porting data and in resolving legal 
questions relative to various account- 
ing determinations. Almost every 
shortage will involve several legal 
questions of specific problems which 
even the auditor of long experience 
in the examination of defaleations 
has not previously encountered. If 
the chent has no retained attorney, 
you will be wise to suggest that the 
early retention of competent legal 
counsel is most advisable. 

3. Another important phase of in- 
itial agreements with the chent re- 
lates to appropriate working quarters 
and freedom of the auditor to decide 
which of the client’s employees shall 
have access to the records under ex- 
amination, at what times, and in what 
manner. This phase of the discussion 
should also include desirability of 
allowing the auditor to make final 
decisions on which records examined 
are to be stored for future needs and 
in what manner. 

4. If strong evidence points to the 
guilt of an employee still in eustody 
of cash or property from which thefts 
are believed to have occurred, it is 
advisable that you clearly indicate 
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to the client the possibility of his 
making a large and final ‘“‘grab’’ 
during progress of the audit unless 
he is relieved of his duties or positive 
internal controls established to pre- 
vent such action. It is embarrassing 
on the witness stand to have to ad- 
mit that thefts continued during 
progress of the audit and this may 
weaken value of the auditor’s test- 
imony to the jury. 

5. By all means avoid calling in 
an employee and demanding a con- 
fession on the basis of a preliminary 
conference with the client or evidence 
later developed by you. Taking or 
asking for confessions is, In my 
judgement, a matter to be decided up- 
on by the client’s attorney, the surety 
company involved, if any, or law en- 
forcement officers. Should the sus- 
pected employee start a voluntary 
confession in response to inquiries 
about his accounts, I believe it will, 
in many instances, be best to suggest 
to him that each of you may find it 
difficult to recall later the exact de- 
tails of what he proposes to say and 
that you prefer to have a stenograph- 
er make notes, preferably in the 
presence of his employer. If he balks 
at this procedure, you might suggest 
that either of you write down his 
conversation as he talks, making a 
carbon copy for his files. In either 
case it would, in my judgment, be 
advisable to add a final sentence to 
the effect that the above represents a 
voluntary statement on his part, and 
he has neither been threatened, in- 
timidated nor influenced by promise 
of reward or whole or partial im- 
munity from civil or criminal pro- 
ceedings against him in the making 
of the statement. 

At best, the auditor is in a some- 
what undesirable situation if a con- 
fession is started with no one else 
present. He cannot well afford, by 
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demeanor or too emphatic suggestions 
as to more formal procedure, to shut 
off a source of what might prove to 
be highly valuable information and 
much saving in time. Should the 
personality of the employee and ex- 
isting circumstances justify a belief 
that information may be withheld 
if a written statement is requested, 
it will certainly be best to ‘‘listen 
him out’’ and then proceed with sug- 
gestions as to his bringing in the 
employer and reducing his confession 
to writing. The risk here is that, after 
he has had “his say’? to. you, 1m 
private, he will be most reluctant to 
repeat it to his employer when he 
might have been willing to talk before 
both of you if initially so requested. 
This is just one of those situations 
where the auditor is compelled to use 
his best immediate judgment. My 
only advice here would be to learn 
as much as possible about the sus- 
pected employee and the nature of 
the wrongful acts involved before you 
expect to find yourself alone with 
the suspect. 

6. Avoid giving the client estimates 
of recoveries in relation to bond cov- 
erages involved. If the full coverage 
is realized it will usually suffer re- 
ductions by your own fees, not to 


mention those of attorneys and the | 


expense of producing witnesses from 
whom favorable testimony is expected 
should subsequent litigation result. 

7. It has been my experience that 
it is usually advisable to leave tax 
aspects of shortages and corrections 


of faked accounts out of the discus- | 


sions leading to an initial agreement 
for the engagement. In most. cases, 
not enough is known about the facts 
involved to permit a discussion of any 
value. Should these matters be 
brought up by the prospective client, 
it will normally not be diffieult to 
satisfy him with general answers and 


| 
: 


AUDITS ON SHORTAGES AND EMBEZZLEMENTS 41 


the assurance of subsequent full dis- 
cussion as indicated by information 
developed. If litigation results, it is 
also better that time devoted to as- 
certainment of the client’s loss be 
billed under a separate agreement 
from that devoted to tax matters and 
re-statements of falsified accounts not 
needed to support proofs of losses. 

8. Be sure, in preliminary discus- 
sions, to emphasize to the client that 
the work involves great responsibili- 
ties to each of you; that you are 
subject to suit in the event of crim- 
inal prosecution on the basis of evi- 
dence introduced in civil proceedings 
which might result in a ‘‘not guilty 
verdict’’ even though the evidence be 
quite convincing to an unbiased per- 
son of high school level intelligence ; 
that his full co-operation is essential 
in developing evidence from sources 
other than his own records, even at 
the risk of having customers or sup- 
pliers suspect inadequate accounting 
procedures; that your most capable 
and permanent staff members will 
have to be used and that a substantial 
portion of partner time will be in- 
volved to insure the proper protec- 
tion of his interests in the event of 
continually postponed and delaying 
litigation. 

9. It is most important that you 
obtain as much advance information 
as possible concerning the reputation 
for honesty and fair dealing of the 
official personnel whom you expect 
to retain you, and of the financial 
ability of the chent to pay for the 
work involved without looking to pos- 
sible recoveries from the shortage 
for the source of your fee. 

10. Having fully informed the cli- 
ent relative to the uncertainties as 
to time involved, the necessity for 
use of our best and most experienced 
personnel, the reasons for most com- 
plete and adequate working paper 


records of our findings, and the other 
matters discussed above, we are now 
in position to have a full and frank 
discussion of compensation. Here, I 
See no justification for any basis other 
than top per diem rates and expenses. 
Of course, in the event you have 
made partial prior audits of the ac- 
counts involved and feel in any way 
responsible for failure of the irregu- 
larities to have been detected at an 
earlier date, your own conscience, 
good judgment and previous and an- 
ticipated future relations with the 
client will have to be accorded due 
weight. Of course, I am now talking 
about shortages of significance and 
not petty thieving from imprest 
funds. 

It is my further view that, where 
the anticipated work is expected to 
occupy the time of two or more men 
for more than one month, progress 
payments are indicated, particularly 
if public funds are involved or the 
relationship which exists is not one 
of an old satisfactory chent in ex- 
cellent financial position. 

In discussing fees, the chent should 
have your assurance that you will 
keep him, or his representative, in- 
formed at frequent intervals as to the 
status of work finished to date, work 
planned until the next conference, 
and reasons for what has been and 
will be done. The client would, of 
course, be free to demand at any time 
a discontinuance of’ your work on 
condition of payment of fees earned 
to date, a situation which should 
normally not arise. 

In the event the client is insistent 
upon a maximum guarantee, it 1s, I 
believe, preferable to suggest a tem- 
porary retention at per diem rates 
during the period in which your 
efforts would be directed to a survey 
of the system of internal control, 
records involved and such other mat- 
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ters as might bear upon amount of the 
loss and nature and extent of prob- 
able work involved. This is a flexible 
sort of thing and gives you additional 
time to impress the temporary chent 
with your ability to deal vigorously 
and effectively with the particular 
situation involved. 

After such a preliminary survey, 
you will certainly be in much better 
position to weigh the risks involved, 
if a maximum fee quotation is still 
required, in quoting a fee expected 
to bear some relationship to maximum 
work considered possible and, more 
important still, to justify it in con- 
siderable detail should this become 
necessary. 

As soon as a verbal understanding 
is reached in regard to fee arrange- 
ments, it should be made the subject 
of an appropriate written agreement. 
I believe that, under normal condi- 
tions, a carefully drafted proposal 
prepared by the auditor, with a space 
for written acceptance by the client, 
will be sufficient. This may be quali- 
fied by saying that, if you are dealing 
with a governmental sub-division, be 
sure that you have written approval 
of the official or officials having legal 
authority to incur a lability of the 
amount anticipated and that at least 
seventy per cent of the anticipated 
total fee is payable as the work pro- 
eresses, at intervals of not less fre- 
queney than monthly billings payable 
within ten days from date of invoice. 
Unless this fee arrangement is pro- 
vided, [| would certainly seek the 
assistance of competent legal counsel 
as to your collection position under 
any proposed contract. Here again, 
I have in mind work involving fees 
which will be substantial in relation 
to the auditor’s financial position and 
the possibility of his willingness to 
risk some financial loss in the event 
of failure to collect. In our present 


economy, I can see no excuse for 
risk of much time. Even in the case: 
of a sole practitioner faced with thel 
possibility of considerable idle time in 
getting his practice started, I believe; 
the attempting of substantial work: 
for which pay is uncertain to be un- 
wise unless the accountant is fully 
satisfied that the agreement will lead! 
to continuing profitable work over’ 
a period of years. It has been my 
experience that such situations are; 
practically nil and that the starting’ 
practitioner will do better to devote} 
his free time to expansion of the; 
service being rendered several exist-; 
ing chents and the making of ethical! 
contacts which will bring in addi 
tional chents. 

The preceding discussion of this} 
matter of initial understandings with 
the prospective chent has been some-' 
what lengthy. I hope that this is| 
justified by your own experience as 
well as mine, to the effect that this 
matter of initial representations is 
an area which probably gives rise to 
more difficulties, if not properly man- 
aged from the very beginning, than} 
any other phase of ‘‘shortage’’ ex-| 
aminations, barring plain incompe-} 
tent and unnecessary work. | 

Having had a full and complete} 
meeting of the minds on terms and! 
conditions of the engagement, let us} 
now discuss the matter of advance} 
planning. 

I have already made some referenee| 
to use of your best personnel, and) 
this is most important for reasons) 
which are obvious from other phases. 
of the discussion. Here you have to: 
consider staff capabilities and prob- 
abilities, not only from the standpoint. 
of competence satisfactorily to con- 
duet planned auditing procedures. 
but also to summarize clearly and ex-' 
plain their findings to the client, the 
surety company representatives, and 
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possibly to jurors. Some very capable 
auditors just cannot put their find- 
ings into words adequate in situations 
of this sort. 

Generally, it will be most desirable 
for a principal or partner to partici- 
pate in the examination to the extent 
necessary for him to carry the chief 
burden of explanation and testimony 
as to ultimate findings. In choosing 
among staff members of about equal 
professional competence, due weight 
should be accorded years of auditing 
experience as this, as well as personal 
appearance, carries weight with a 
jury. Usually those who have had 
prior experience as witnesses and are 
known to be capable in this respect 
are preferable to the relatively in- 
experienced. The man who has had 
considerable experience in dealing 
with examiners of tax liability and 
can express himself clearly and force- 
fully on a person to person basis will 
generally make a good witness even 
though he may have had no _ prior 
courtroom experience. 

The matter of expected permanence 
is also a factor. It may be three or 
four years from completion date of 
your examination before the end of 
court proceedings. It is desirable 
that those who participated in the 
audit still be your staff members when 
they appear in court, but this is by 
no means essential. However, this 
factor should not be entirely ignored 
in the initial selection of staff per- 
sonnel. 

Prior to the commencement of field 
work, all who are to participate at 
a senior or higher level should fa- 
miliarize themselves with accounting 
methods of the trade or industry to 
which your client belongs and with 
the nature of its physical operations 
as far as possible. Staff men who are 
experienced in auditing the particu- 
lar operation in which your client is 


engazed, assuming other factors about 
equal, have naturally been utilized 
to the extent available. They will be 
of assistance in initial briefing and 
can be used for this purpose even 
though not available for field work. 
Careful study should be made of all 
such financial and operating reports 
on the client’s own business as are 
available for the shortage period and 
three to five prior years. 

While this preliminary study is a 
‘““must’’ for those at senior or higher 
level, others who are to work on the 
engagement should be encouraged to 
participate in order to improve their 
professional knowledge and possibly 
their usefulness on the assignment. 

Prior to the commencement of any 
substantial amount of field work, the 
partner and senior who are to be in 
active charge should complete an 
even more thorough survey of the 
degree and extent of internal con- 
trols employed, records maintained 
and employee duties than is custom- 
ary on an initial audit engagement 
where no shortage is involved. Par- 
ticular attention and inquiries should 
be directed to the possible availability 
of records from which no bookkeeping 
entries originate but which may prove 
almost invaluable in tracing the 
amounts of an employee responsibility 
for defaleations. 

In my judgment, any shortage situ- 
ation which could develop into a sig- 
nificant matter merits a great deal 
of initial partner-level investigation, 
thought, and planning before time 
consuming and exhaustive audit pro- 
cedures are prescribed. Such ques- 
tions as—(a) how much of collections 
represent actual coin and currency 
subject to theft, as opposed to checks? 
(b) what are the sources other than 
elient kept records, such as the re- 
ciprocal accounts of debtors and 
ereditors, from which pertinent and 
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often more reliable information than 
that available from the chent’s rec- 
ords may be had? and (c¢) is the 
work of detectives or other independ- 
ent investigators indicated in the 
development of information which 
could have a significant bearing on 
scope and nature of audit work con- 
sidered necessary ?—such questions, I 
repeat, merit early and continuing 
thought, study, and discussion by the 
principal involved and his incharge 
assistant. 

I feel that I cannot emphasize too 
strongly the advisability of planning 
as full recourse as possible to non- 
client kept records in the examina- 
tion of fraudulent accounts. At one 
time such recourse involved a great 
amount of copying of data to be in- 
dependently confirmed. This is now 
ereatly simplified by the use of photo- 
eraphic methods for making copies 
of records to be compared, whether 
those of the chent or his customers or 
suppliers. 

Let me caution against planning 
too comprehensive an investigation of 
any one class of transactions without 
related planning of sufficient exam- 
ination of all classes of transactions 
in which irregularities are considered 
probable, since it is possible to get 
oneself in the position of having made 
a time consuming examination of one 
mass of detail for a long period when 
audit of another class of transactions, 
for even a month, might disclose the 
method employed in concealment of 
a chain of thefts. 

Perhaps here it will be well to 
mention briefly a few specific pro- 
cedures which will enter into the pre- 
lhminary planning of most work re- 
lating to the embezzlement of cash. 
Barring unusual circumstances, it is 
desirable to exercise audit control 
over cash, receivables, and securities 
until examination as of a specific cut- 
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off date has been completed. Plan- 
ning, therefore, will naturally include 
appropriate arrangements with the 
client, including delivery to the audi- 
tor of all bank statements and can- 


celled checks as of the cut-off date 
and the independent confirmation | 
(usually positive) of receivable bal- | 


anees as of such date. 

Generally, it may be best to select a 
short period, usually the month im- 
mediately preceding cut-off date for 
verification of balance sheet accounts, 
to make an initial comprehensive ex- 
amination of all classes of transac- 
tions. However, I would not plan 


any extensive work of this nature | 
from a standpoint of commencement | 


until it ean be satisfactorily related 
to the results of independent con- 
firmation procedures employed. 

While most chents will want the 
‘fanswer’’ at the earliest possible 
moment, one will seldom encounter 
a situation where the client will in- 
sist upon the immediate undertaking 
of procedures which might later prove 
to have been unnecessary when in- 
dependent confirmation results be- 
come known. 

As to actual conduct of the work, 
it is axiomatic that the examination 
should be made in accordance with 
the generally accepted standards of 
auditing which have been adopted by 
the accounting profession and which 
require no repetition here. 

Generally speaking, most defalca- 
tions will follow a standard pattern 
of misappropriation and attempted 
concealment. Valuable clues as to 
the nature and often the probable 
extent of the shortage involved will 
usually be disclosed by the results of 
balance sheet account independent 
confirmation procedures which were 
briefly reviewed in the discussion of 
advance planning. Once the key has 
been obtained to this apparently 
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standard pattern of theft, if it is 
obtained in the manner just men- 
tioned, it will probably be best to 
make a preliminary trace of suspect 
transactions to a considerable extent 
beyond the amount of bond coverages 
involved in order to estimate recover- 
ies anticipated. If the tentatively de- 
termined thefts materially exceed 
maximum possible recoveries, it would 
be nothing short of dishonest not to 
inform the client fully as to tentative 
findings in this respect. The matter 
of potential recoveries from the 
guilty, in addition to bond coverages, 
will need to be considered. In some 
instances a complete examination of 
all accounts may be indicated and in 
others it may be desirable to limit 
the auditor’s work to the establish- 
ment of proofs of loss somewhat be- 
yond the amount of maximum re- 
coveries considered possible. Discus- 
sions of any decisions on these mat- 
ters usually indicate the participa- 
tion of a competent attorney. 

More than ordinary care will need 
to be exercised in the preparation of 
working papers which are lkely to 
be retained as a permanent record. 
While some accountants may advocate 
retention of all papers and memo- 
randa compiled in shortage situations, 
others advocate the destruction of all 
memos, instructions, and correspond- 
ence which served a temporary pur- 
pose only and are not needed to sup- 
port one’s report and possible court 
testimony. The principal reason for 
this suggestion is that much of such 
matter may reflect differences of 
opinion as to whether certain trans- 
actions are honest or possibly fradu- 
lent, and other questions in process 
of resolution, which have later been 
solved to the satisfaction of all con- 
cerned. Your working paper file sup- 
porting a shortage determination is 
going to have the close scrutiny of a 


good many people including, in many 
instances, capable accountants and 
attorneys representing interests oppo- 
site to those of your client. Some 
will not hesitate to use your private 
correspondence and tentative memos 
to attack the validity of final results 
reported. Therefore, it may be desir- 
able to destroy all that is not needed 
as final evidence and be sure as to 
the exactness and adequacy of papers 
to be retained. 

In auditing shortages there are two 
aspects of every transaction—the im- 
proper diversion of the money or 
property and the omitted or fraudu- 
lent entry used to attempt conceal- 
ment. By way of illustration, let us 
assume the theft of money paid on 
account by customers. One’s audit 
procedures will be directed not only 
toward ascertainment of the date and 
amount of each omitted or under- 
stated item and name of the debtor 
who remitted it, but also to the de- 
termination of the related manipula- 
tions or entry omissions used to affect 
at least temporary concealment of 
the irregularity. 

If the work can be appropriately 
divided into segments, which is nor- 
mal, avoid switching men from one 
phase to another as far as possible. 
Why? Because, you do not want to 
have three or four juniors testifying 
to inaccuracies, shall we say in cash 
book footings, when one could testify 
to this entire phase of the work had 
he not been switched to other routine 
assignments involving equal clerical 
drudgery. 

Each class of document should be 
most carefully discussed with every 
person who might touch it from the 
time it reaches the client’s place of 
business or has been prepared thereat 
until final disposition in the files, and 
this includes all copies as well as the 


original. This class of investigation 
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often discloses employee ‘‘side rec- 
ords’’ kept for their own protection 
or to discredit a fellow employee and 
break-downs in internal controls out- 
lined as perfect by supervisory level 
employees. 

Each phase of work contemplated 
should be carefully related to other 
phases of the accounts and examina- 
tion procedures upon which it has 
any bearing and should be reviewed 
with the client, unless he is suspect, 
as to the probability of its having 
a practical application of significance. 
In other words, don’t do a lot of check- 
ing to support something shown miss- 
ing by one phase of your examina- 
tion until you have exhausted all 
sources of possible logical explanation 
for that which seems to be missing. 

Before going into the matter of 
reporting findings, it is well to em- 
phasize briefly two or three important 
concluding phases of conducting the 
audit. Be sure that the documentary 
evidence owned by the client, which 
is necessary to support your findings, 
is adequately indexed, labeled and 
safely stored. Where public funds 
are involved, it is sometimes advis- 
able that storage be provided in space 
to which the auditing firm and cer- 
tain designated public officials have 
joint access only. 

Be doubly sure that working papers 
prepared to support your findings 
include exact and correct references to 
the record, date, and folio number of 
the chent record to which your work- 
ing paper entry relates, which member 
of your staff is responsible for record- 
ing of the working paper record, and 
adequate explanation of the item or 
class of items involved. A recheck of 
all items to be reported as evidencing 
missing cash or property is indicated 
as the work is concluded; first, by 
the in-charge accountant as to exact 
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accuracy and completeness of all pa- 
pers directly supporting report state- 
ments and the proper indexing there- 
of; second, a careful review by the 
principal as to matters of clarity, 
accessibility, completeness and judg- 
ment exercise, accounting principles, 
and the like pertinent to the position 
taken by your firm. 

It is assumed that the responsible 
principal has been in active charge 
of or personally engaged in the ex- 
amination and that the concluding 
steps of field work have included 
preparation of pencil drafts of the 
proofs of loss to be filed and report 
to be submitted, as far as statements 
are concerned. In making his final 
cheek of working papers filed, the 
partner or principal will, of course, 
be sure that all support for such 
drafts is readily accessible and in 
proper form. 

We have now reached the last phase 
of the subject, namely, completing 
initial drafts of the formal report. 
Here one should rely heavily upon 
the advice of the chent’s attorney 
and possibly his own. 

Assuming that there has been con- 
siderable discussion between the ac- 
countant, the chent, and the chent’s 
attorney, as already suggested, during 
progress of the audit, there has prob- 
ably been a meeting of the minds as 
to the form and detail in whieh the 
exhibit and statement sections of the 
proof of loss and the report are to 
be submitted. 

I shall deal very briefly with the 
proof of loss since, in my judgement, 
it is a representation of the client, 
even though all accounting facts in- 
cluded have been developed by the 
accountant. Practically all surety 
companies, if not all, will provide a 
brief standard form on which to state 
amount of loss sustained, period in 
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which it is alleged to have occurred, 
and applicable bond number, and the 
hike. 

After the auditor has satisfied him- 
self that the client and his attorney 
fully understand the accounting de- 
terminations upon which the claim 
is to be predicated, it is largely the 
responsibility of the attorney to advise 
as to the scope of explanatory com- 
ment to be included. If the claim 
amounts to five thousand dollars or 
more, it will usually be subjected to 
field investigation and a cheek against 
the client’s records, at which time 
verbal explanations will be in order. 
Therefore, it is probably just as well 
not to attach a great amount of ex- 
planatory detail in support of the 
proof form so long as there is ade- 
quate itemization of the amounts go- 
ing to make up the total loss claim, 
date on which each such item became 
a loss, kind of property involved, and 
how taken. As far as practicable, all 
items of the same class, such as cash, 
should be included in a separate 
grouping, with sub-groups sub-totaled 
according to the manner of misap- 
propriation, 1.e., such as ‘‘amounts 
paid by debtors at collection window 
number three which were not remitted 
to company Treasurer, with funds 
represented to constitute total col- 
lections received.’’ 

As to the auditor’s own report of 
his findings, this is, of course, a special 
purpose report and its content will be 
governed to a considerable extent, in 
most instances, by wishes of the client, 
so long as the auditor is accorded full 
freedom to make whatever disclosures 
he considers to be indicated by the 
terms of his engagement and his own 
professional responsibilities in the ex- 
isting circumstances. 

The client can, of course, be guided 
to a very considerable extent by tact- 


ful suggestions of the auditor relative 
to report contents, especially with 
respect to matter which might be 
dangerous from the standpoint of 
possible responsibility. The auditor 
must be prepared to report and ac- 
cept responsibility for his findings 
of fact from records examined, but 
this will have to be done with extreme 
care so as to avoid stating as a fact 
something actually based on ‘‘hear- 
say’’ evidence as far as he is con- 
cerned, 

Generally, there are probably very 
few instances in which statement con- 
tent of the report on a shortage in- 
vestigation cannot be identical with 
statements submitted in support of 
the proof of loss to the extent that 
such statements represent work of the 
auditor. Any attempt to present fac- 
tual findings in one manner in the 
audit report and in a different man- 
ner in the proof of loss will usually 
lead to the unnecessary confusion of 
interested third parties. 

The reasons why both text and state- 
ment section of the report on a short- 
age should be worded in language 
designed to be understandable by an 
educated person who is not an ac- 
countant are obvious. Even at the 
risk of what may appear to the aver- 
age accountant to be unnecessary 
simplification, it seems that the short- 
age report should contain at least a 
summary of findings which an in- 
telligent layman will not find too 
difficult to comprehend. 

The nature and scope of reports on 
shortages are too divergent to permit 
a discussion of specific problems. Per- 
haps a few more generalizations and 
some ‘‘don’ts’’ may be in order. Of 
course, | am here expressing my per- 
sonal views. Some may entertain 
different ideas. 

My preference is to make the text 


48 THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT 


section of the report as brief as is 
consistent with the requirement of 
having it understandable. In my 
judgment, the report should be ad- 
dressed to the Officer or Board which 
employed you and paid your fee. Why 
spread legal responsibility further? 

The report will naturally state the 
period covered by the examination 
and should index the statements, ex- 
hibits, and schedules included there- 
in. I prefer omission of any attempt 
to discuss scope of the work per- 
formed in what might be termed a 
““seope of work’’ paragraph. It seems 
preferable to comment on examina- 
tion procedures employed only to the 
extent considered essential, in sepa- 
rate discussions of each statement in 
the report. 

Following the opening paragraph 
of the letter accompanying the state- 
ments, I consider it generally desir- 
able to summarize what the state- 
ments show, with whatever related 
clarifying comment is considered 
necessary. 

Generally, a discussion of each 
major statement submitted is then in 
order. Usually, the specifie client rec- 
ords and related confirmation upon 
which the statement is predicated 
should be mentioned. To avoid repeti- 
tion as to the identity of records ex- 
amined, it 1s often advisable to use an 
introductory paragraph immediately 


preceding the discussion of state- 
ments submitted. This might read 


somewhat as follows: ‘‘ All books, ac- 
counts, and records to which reference 
is hereinafter made, unless otherwise 
indicated, are those submitted to us 
for examination and identified to us 
as being the accounts and reeords in 
which all transactions affecting cash 
and other property owned by the com- 
pany or under its control in an agency 


capacity, were required to be properly 
reeorded.”’ 

Now a few ‘‘Don’ts.’’ Avoid dis- 
cussion of the poor condition of rec- 
ords and absences of internal con- 
trols if your report is intended to 
support the recovery of losses by your 
client. It will weaken his position. 
If he wishes recommendations, criti- 
cisms, and suggestions, explain to him 
that your correspondence files and 
those of the company are available to 
those who may contest the proof of 
loss filed. It will be better to give 
him a personal, unsigned, plain paper 
memo to be his individual property 
and yours and kept at your personal 
residences when not in use. 

Don’t refer to any officer or em- 
ployee by name in your report or to 
any record as having been kept or 
under control of an employee by use | 
of his title, unless prefixed by the 
statement that you were informed to 
this effect. Then be sure to have in 
your files a record of who informed 
you. 

Do not attempt to fix personal re- 
sponsibility for wrongful acts in any | 
written communication, especially 
not in your report. Confine the report 
to a factual statement of what was 
shown by, or ascertained to be omitted 
from, the records you examined. 

If inferences or conclusions must 
be drawn, be sure to express such as 
the judgment of the auditor, based 
upon the records examined and ex- 
planations furnished him, having ap- 
propriate record of the explanations 
and by whom furnished in your work- 
ing papers. 

We are here dealing with a type 
of report in which the statements are 
not representations of the client but 
a factual statement of what the aud- 
itor found the records to show or not 
to show. Therefore, in my judgment 
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any attempt to close with any sort of 
opinion statement would be Imappro- 
priate. 

One further point! You may ex- 
amine numerous phases of the ac- 
counts which are ascertained to be 
properly maintained. Don’t attempt 


to cover in your report on the short- 
age what you found to be all right. 
Limit the report on the shortage to 
essential matters related directly 
thereto. If the client desires supple- 
mental information and statements, 
render them separately. 


The Illinois CPA 
Examinations, November 
1956 and May 1957 


By D. A. GrossMAN AND ZELLA HALL 


Another year has passed, and two 
more CPA examinations in the State 
of Illinois, as well as in other states, 
have become history. Examinations 
are held in Illinois in May and No- 
vember in which candidates write for 
two and one-half days in attempting 
to qualify for the certificate of Certi- 
fied Pubhe Accountant. 

In Ilhnois the official title, Certi- 
fied Pubhe Accountant, was estab- 
lished by state statute in 1903. This 
statute has been amended on several 
occasions since that date, the last such 
amendment having been passed in 
1957. 

Illinois uses the uniform examina- 
tion questions which are prepared by 
the American Institute of Certified 
Pubhe Accountants. One session of 
this uniform examination is devoted 
to the Theory of Accounts, one to 
Auditing, one to Commercial Law, 
and two sessions to Accounting Prac- 
tice. The examination covers a total 
of nineteen and a half hours. 

The State of Illinois is also now 
using the uniform Advisory Grading 
Service provided by the Board of 


Examiners of the American Institute | 
of Certified Public Accountants. This 
means that the examination papers |} 
are first graded by a Board of Ex-'! 
aminers of the American Institute in | 
New York. They are then fk | 
to the State of [lhnois where they 
are rechecked carefully by the [hnois 
Board of Examiners. On the basis 
of the original grading, verified by 
the recheck, the list of suecessful 
candidates is certified to the Univer- 
sity of Illinois which has the responsi- | 


bility, under the statute, of admin- 
istering the Illinois examination and 
of issuing the Illinois CPA eertifi- 
cates. Such supervision of the exam- | 
ination has been vested with the Uni- 
versity since the first statute was 
passed in 1903. In the course of the 
fifty-four years since that time the | 
University has issued 6,704 CPA cer- 
tificates. These certificates are issued 
by the Board of Trusees and bear the 
signatures of the members of the 
Board of Examiners, the President 
of the University, and the Secretary 
of the Board of Trustees. 

The number of candidates seeking 
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the CPA certificate in [linois in the 
two examinations, November, 1956 
and May, 1957 was 1,069. This repre- 
sents an increase of 150 over the two 
previous examinations in this state. 
Of the 1,069 candidates, the follow- 
ing numbers were successful : 


Nov. May 

1956 1957 
Passed all subjects at one 
time. Eligible for CPA ecer- 

tificate 49 45 
Passed final subject or sub- 
jects under the condition 
rule, having previously at- 
tained passing marks in 
other subjects. Eligible for 

the CPA certificate 68 85 
Total number of sue- 

cessful candidates Wy ABO) 


The best news, of course, for any 
candidate is the official notice that 
he has passed the examination. The 
next best news is that he has passed 
a part of the examination and has 
qualified for a ‘‘econdition.’’ The 
‘‘condition’’ enables a candidate to 
try again, as many as three times 
within three years, in the subject or 
subjects in which he failed without 
the necessity of repeating the subjects 
in which he passed. This privilege, 
however, is subject to certain limita- 
tions. The condition rule in effect 
at the time the two examinations un- 
der consideration here were written 
provided that a candidate who passed 
the three sessions in Accounting 
Theory and Accounting Practice or 
the two sessions in Auditing and 
Commercial Law and who attained a 
gerade of at least 60% in the subject 
or subjects failed might retain credit 
for the subjects passed and try again 
in the subjects failed. Under this 
rule, three trials are permitted within 
a period of three years from the date 
when the condition was attained. This 


condition rule has been somewhat 
liberalized by the most recent amend- 
ment te the Illinois statute which be- 
comes effective with candidates achiey- 
ing condition status in the May, 1958 
examination. 

Of the 1,069 candidates who wrote 
the two examinations reviewed in this 
article, the following achieved con- 
dition status: 


November, 1956 74 
May, 1957 109 
Total 283 


Included in these figures are those 
who had achieved condition status 
earlier, who wrote in one or two of 
these examinations, who failed to pass, 
but who still have the privilege of 
appearing one or more times in the 
future to write in the subjects failed. 


THE CANDIDATES WHO FAILED 


We come now to that part of the 
examination which is not so cheerful. 
There are always a number of candi- 
dates who fail to pass, or who fail to 
attain condition status. In these two 
examinations, the number was 528, 
distributed as follows: 


November, 1956 252 
May, 1957 276 
Total 528 


THE SUCCESSFUL CANDIDATES 


The successful candidates, in addi- 
tion to the satisfaction of qualifying 
for the CPA certificate, had in store 
for them another very pleasant ex- 
perience. They were guests of the 
Illinois Society of Certified Public 
Accountants at a dinner in one of the 
large hotels in Chicago and they re- 
ceived their CPA certificates in a 
ceremony which resembles a com- 
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mencement. The certificates were pre- 
sented by an officer of the University 
of Illinois representing the Board of 
Trustees. Among the successful candi- 
dates in these two examinations were 
115 men and two women in the No- 
vember 1956 examination, and 128 
men and two women in the May 1957 
examination. Thus there were 243 men 
and 4 women who qualified for the 
CPA eertificate in the two examina- 
tions discussed in this article. 

For a good many years, the [hnois 
Society of Certified Pubie Account- 
ants has also recognized the candi- 
dates who make the best grades on 
the examination. These candidates 
are presented Gold and Silver medals. 
This also is a part of the ceremony at 
the Awards Dinner. In each of these 
examinations, the candidates ranking 
next to the highest ranked so close 
that the Society voted to award two 
Silver Medals in each case. The names 
of the persons receiving medals in 
these two examinations are as follows: 


NovEMBER, 1956 EXAMINATION 


Gold Medal—Wilson Jerome Besant 
Silver Medals—Paul Harold Rosenfield, 
Ronald Harvey Weintroe 


May, 1957 HBxaminarion 


Gold Medal 
Silver Medals 


George Clarence Mead 
Charles J. Cook, 
Cordell Jersild Overgaard 


The law provides that the candidate 
must be at least 21 years of age to 
qualify for the CPA certificate. Only 
21% of the successful candidates in 
these two examinations were under 
25 years of age. The number of suc- 
cessful candidates in the group where 
the ages range from 25 to 29 increases 
substantially, (41%). Over 80% of 
those who passed were under 35 years 
of age. The successful candidates fall 
into the following age groups: 


Nov. Mayyw 

1956 1957 
91-24 years of age 30 23 
25-29 years of age 43 60 ||) 
30-34 years of age 22 25 i} 
35-39 years of age i 16 i} 
40 years or older iLL 6 | 

Total ILS 


on their first trial, about 21% ; 32%) 
passed on the second; and about 1894] 
on the third attempt; 14% on thi 
fourth. Thus, approximately 85% oil 
the successful candidates passed o% 
either the first, second, third, o 
fourth attempt. The table below ind# 
cates the number of successful candi 
dates in the two examinations whj4 
passed after the indicated number 0} 
trials. 


Nov. May! 
1956 1957/ 
Passed, Ist examination 25 28 | 
Passed, 2nd examination 41 39 
Passed, 3rd examination 24 22 | 
Passed, 4th examination 15 20 | 
Passed, 5th examination 4 15 | 
Passed, 6th examination 4 2 
Passed, 7th examination 3 33 | 
Passed, 8th examination 0 1 | 
Passed, 12th examination il 0 | 
Totals WIG 130 


From time to time considerable 
concern has been expressed because 
of the apparent lack of adequate edu 
cational preparation of the candidate: 
sitting for the CPA examination. Ir 
the [linois law an attempt has beer 
made to define, in general terms, th 
amount of education required for the 
examination. Thus, in the Act ©: 
1943, this educational requiremen 
was established as 30 semester hour 
of credit in Accounting, Busines 
Law, Economies and Finance. A 
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least 20 semester hours of the required 
30 were required to be in Account- 
ing.t Statistics show that most of the 
successful candidates have had con- 
siderably more than this minimum 
amount of formal training. There is 
also the indication, as shown in the 
table following, that four years of 
study (which normally means a eol- 
lege degree) appear to enhance one’s 
chances of successfully passing the 
examination. 

Successful 

Candidates 

Nov. May 


1956 1957 
High school graduation plus 


Dducational Background 


30 hours minimum prescribed 19 23 
College degrees........0..cc..c0cc00 0+ 79 85 
College degree plus graduate 

study or further professional 

SEG Ni cop ccodeee aR eset eee are 19 22 


Total successful candidates. 117 130 


The Illinois statute has never 
contained a provision requiring pub- 
lie accounting experience before issu- 
ance of the CPA certificate. The can- 
didate who has the requisite prelimin- 
ary education and who demonstrates 
on the examination an adequate 
knowledge of accounting and the re- 
lated subjects thus may qualify for 
the CPA certificate without proof of 
experience. The following table, how- 
ever, appears to indicate that prac- 
tical experience is definitely helpful 
to many candidates in passing the 
examination. 


*Section 3 of the new Accountancy Act 
passed in 1957 provides for increases in 
the amount of formal education required. 
The education requirement increases at three 
year intervals from the present 30 hour 
requirement in prescribed subjects to 60 
hours, then to 90 hours and finally to 120 
honrs. Each interval prescribes an increase 
in total hours and an increase in the hours 
of credit in accounting, auditing, and re- 
lated subjects. 


Successful 

Candidates 

Experience Background Nov. May 
1956 1957 

INozexperience ee tn ee ae 16 34 
One year experience.................. 28 23 
Two years experience................ 23 25 
Three years experience.............. 13 14 
Four years experienee................ 15 9 
Five years and over.................... 22 25 


Total suecessful candidates.. 117 130 


Composite PicTURE oF THE Two Ex- 
AMINATIONS 


Combining the results of the two 
examinations under discussion in this 
report, we find the following picture. 
Of the 1,069 candidates who wrote 
the examination, 247 (23.4%) passed 
and received CPA certificates. This 
represents a substantial improvement 
over the two previous examinations, 
when 919 wrote and 191 (20.78%) 
passed. It is interesting to note that 
this same upward trend was apparent 
when the two preceding examinations 
were compared with the correspond- 
ing earlier tests. One possible inter- 
pretation of this may be that the can- 
didates who are coming into the ex- 
amination are somewhat increasingly 
better prepared than they were in 
former years. 

Of the 247 successful candidates, 
94 (8.79%) passed the entire exam- 
ination at one time (not necessarily 
the first time). This too is an increase 
over the two preceding examinations 
where the percentage was 7.94%. In 
the two examinations prior to that, 
the percentage was still lower, 6.477%. 
Here, again, seems to be evidence 
that the calibre of the candidates in 
the examination is improving. One 
hundred and fifty-three (153) passed 
the November, 1956 and May, 1957 
examinations uuder provisions of the 
applicable condition rule. This repre- 
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sented 14.31% of the total candidates 
writing as compared with 12.84% in 
the two examinations immediately 
preceding. 

Approximately 17.39% of the can- 
didates in the two examinations ac- 
quired new condition status and an 
additional 9.07% who failed to pass 
under the condition rule still have one 
or two additional trials to work off 
ihe condition in the subject or sub- 
jects failed. Five hundred twenty- 
eight (528) or 49.3% failed to pass 
the examination or to achieve any 
condition status. In the two examina- 
tions under discussion in this article, 
17% of those who passed met the 
minimum educational requirement of 
30 semester hours in the study of 
accounting and related subjects, but 
had no college degree. This compares 
with 12.07% in the two preceding ex- 
aminations. About 83% of the sue- 
cessful candidates in the two examina- 
tions had college degrees and, of this 


number, 16% had graduate training 
or professional training beyond the 
Bachelor’s degree. These figures cor 
respond to 78% and 12% in the twa 
preceding examinations. Here again} 
is evidence seeming to indicate ar) 
improvement in the educational prep) 
aration of the candidates for the ex. 
amination. 

In the two examinations, 20% hac! 
no experience. This compares witl 
20% in the November, 1955 and May) 
1956 examinations; 33% in the No! 
vember, 1954 and May, 1955 examina) 
tions; and 26% in the Novembery 
1953 and May, 1954 examinations 
Fifty-one percent (51%) of the suc| 
cessful candidates in the November? 
1956 and May, 1957 examinations hac. 
one, two, or three years of publig 
accounting experience as compare 
with 33% in the two previous | 
anunations, and 46% in the examina} 
tions of November, 1954 and May 
vay, 


()pportunities for Service 
to the Profession 


The names of thirty-seven Illinois 
CPAs appointed or elected to mem- 
bership on committees of the Amer- 
ican Institute of Certified Public 
Accountants have recently been an- 
nounced as follows: 


Kenneth S. Axelson, Chicago—Committee on 
Management Services 
Horace G. Barden, Chicago—Committee on 
s 
Auditing Procedure and Committee on 
Relations With the SEC 
Norton M. Bedford, Urbana—Committee on 
Accounting Procedure 
S. Alexander Bell, Chicago—Committee on 
gs 
Insurance Accounting 
W. R. Blew, Chicago—Committee on Rela- 


tions With the Interstate Commerce 


Commission 


Carl J. Bohne, Chicago—Committee on Sta- 
tistical Sampling 


Editorial Ad- 


Hugh M. Campbell, Chicago 
visory Board 


Chicago—Committee 
the Interstate Com- 


George V. ‘Carracio, 
on Relations With 
merece Commission 


Richard S. Claire, Chicago—Committee on 
Coordination of Activities of State and 
National Organizations 


Max E. Hooper, Chicago—Committee on 
Accounting for Non-Profit Organizations 


William S. Deeming, Chicago—Committee 
on Professional Ethics and Committee 
on Nominations 


Robert L. Dicke, Chieago—Advisory Board 
on Accounting Personnel 


Pabert I. Dickey, Urbana—Editorial Ad- 


‘isory Board 


On 


On 


Lowell C. Doak, Chicago—Committee on 
Membership Policy 
Hester E. Erb, Deerfield—Hditorial Advis- 


ory Board 


J. P. Goedert, Chicago—Committee on Fed- 
eral Taxation 


Harry I. Grossman, Chicago—Committee on 


Public Relations 

Carl Gustafson, Chicago—Committee on 
Bank Auditing 

George M. Horn, Chicago—Committee on 


Federal Taxation 


Donald R. Jennings, Chicago—Committee on 
Accounting Procedure 


Ralph S. Jobns, Chiecago—Committee on 
State Legislation 

Paul F. Johnson, Chicago—Committee on 
Federal Taxation 

Robert I. Jones, Chicago—Committee on 


Tnsurance Accounting 

Louis M. Kessler, Chicago—Committee on 
Foreign Affairs and the Executive Com- 
mittee 

Jack Macy, Chicago—Committee on Estate 
Planning 

Robert S. MacClure, Chicago—Committee on 
National Defense 


BE. Waldo Mauritz, Chieago—Committee on 
Local Governmental Accounting 

L. B. McLaughlin, Chicago—Committee on 
Cooperation with Bankers and Other 
Credit Grantors 

C, R. Miller, Chicago—Committee on Audit- 
ing Procedure 

CG. A. Moyer, Urbana—Committee on Stand- 


ards of Edueation and Experience for 
CPAs 
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Howard D. Murphy, Chicago—Committee on 
Relations With the Interstate Commerce 
Commission 

Robert Penn, Chieago—Committee on Ac- 
counting for Non-Profit Organizations 

Francis J. Speyer, Chicago—Advisory Com- 
mittee of Staff Accountants 

Joseph §. Sullivan, Chicago—Committee on 
Auditing Procedure 


| 
| 
| 


George L. Weisbard, Chicago—Committee; 
on Estate Planning 


Edward B. Wilcox, Chicago—Committee on! 
Accounting Procedure and the Commit- 
tee on Terminology 


Arthur E. Witte, Chicago—Advisory Com- 
mittee of Local Practitioners | 


INVENTORY 


6, 
CALENDAR—FISCAL—PROBATE 
COURT-SALES—FIRE 


Now available in Illinois, Indiana and Wisconsin. We are an inde- 
pendent inventory service—using only trained inventory personnel, 
specializing in the retail business field. 


Over 1600 satisfied accounts and in all probability, we may be servic- 
ing one or more of your accounts at the present time. 


We are not an accounting or calculating service, our service is limited 
to the taking of a physical inventory, itemized or non-itemized depend- 
ing on the circumstances for which it is needed. 


Guaranteed Accuracy—the following is a list of the various accounts 
we are now servicing. 


Drug Stores Clothing—all types 
Hospitals Shoe 

Photographic Hardware 

Grocery Supermarts Liquor 

Stationery Cigar 

Variety & Novelty Appliance 


For further information phone or write. 


Inventory Is Our Business 


MANGINI & ASSOCIATES, INC. 


Over 20 Years of Inventory Service 


800 W. NORTH AVENUE MOHAWK 4-4720 CHICAGO 22, ILLINOIS 


We Push 


Buttons 


; to Help Four out of five companies like: 


Your Clients those you serve have at least one: 
. clerical operation that can be: 
Cut Clerical handled most economically by 

. today’s push-button methods. 
Cos S STATISTICAL provides a serv-' 
ice through which any com-; 
pany — large or small — can. 


make use of the latest punched-' 
card tabulating techniques, without) 
investing in additional manpower and) 
equipment. 

On the other hand, where your cli-| 
ents have tabulating departments, 
STATISTICAL can help them cut costs, 
too, in handling their overloads, con- 
versions or special assignments. 

No matter which of these services is 
called for, our methods engineers will 
be glad to work with you in giving} 
your clients the benefits of push-button | 
techniques. 


Just write or phone 
HArrison 7-4500 


STATISTICAL 


TABULATING CORPORATION 


Established 1933 » Michael R. Notaro, President 


TABULATING - CALCULATING + TYPING 
TEMPORARY OFFICE PERSONNEL 


53 W. Jackson Blud., Chicago 4, Il. | 
Telephone HArrison 7-4500 ' 


Chicago* New Yorks St. Louis * Newark Cleveland Los Angeles * Kansas City) 


